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THE FUTURE OF THE STERLING AREA 


The Sterling Area has undergone many changes since its emergence as a 
recognisable entity after Britain’s departure from the gold standard in 1931. The 
big changes in its structure and functions, as a rule, have been made quickly and in 
response to compelling events. Exchange control was imposed hastily in 1939, and 
then recast in 1940 in substantially the form which was to last through the war. 
The first attempt to restore convertibility, in 1947, was abandoned almost as soon 
as tt was made. Since then, there have been periods of relative ease, interrupted 
by a succession of crises. Problems have been dealt with, efficiently or otherwise, 
as they arose. 


Since the end of the war the declared policy of the British Government, in 
accordance with its signature of the Bretton Woods Agreement, has been to work 
towards the creation of a world-wide system of convertibility of currencies acquired 
in current transactions, and of permitting the free acquisition of foreign currencies 
for imports. Despite occasional retracing of steps the general trend of policy in 
this direction is clearly discernible. 

This policy, however, has not been without tts critics, at any rate in the United 
Kingdom. The merits of the Sterling Area have been called in question, and 
alternative policies have been advanced. For some indeed the present strength of 
sterling may be taken as sufficient evidence of the rightness of policies hitherto 
pursued. But it is not inconceivable that new difficulties may arise in the future. 
In any case the present period of tranquillity may be the most appropriate time 
for an examination of some of the more fundamental issues involved, prectsely 
because thought is not overshadowed by the urgent need for action of some kind. 


Inevitably much of the British writing on this subject has been from the point 
of view of the gains or losses to the United Kingdom itself. But, however, 
attractive in the United Kingdom's interest, any alternative policy must also 
commend itself to the other members. Accordingly this Symposium was planned 
with the idea of bringing together authoritative views from a number of repre- 
sentative sterling area countries. 

Mr. Maurice Scott was invited to write the opening article, in which he sets 
out and examines the principal alternative proposals which have lately been 
canvassed in the United Kingdom. His paper was sent to all the other contributors, 
who were asked to comment on it in the light of the interests and the experiences 
of the countries of which they were writing. The contributors were given a free 
hand in raising other issues as well which they considered relevant. They were 
not asked to present any ‘ official’ view, but they were asked, when putting for- 


212 THE BULLETIN 


ward their own views, to indicate whether such views would command wide 
support or would be regarded as highly controversial. 

It will be appreciated that in a world-wide Symposium of this kind some of 
the things written by the authors in their manuscripts will have been overtaken by 
events by the time this BULLETIN ts published. Mr. Scott’s article ts substantially 
in the form in which it was sent to contributors in May 1959, except for a few 
footnotes to take care of major events up to October 1959 and for new official 
figures published since May. The remaining contributions were completed at 
various dates between August and November 1959. 

THE EDITOR. 
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WHAT SHOULD BE DONE ABOUT THE 
STERLING AREA? 


By M. FG. Scott 


Introduction 

‘For many years writers have been writing about the Sterling Area. Its 
history, its mechanics, its crises, its achievements, its problems for the future, 
the reasons why it should be wound up, the reasons why it must be kept 
going, all these and many other aspects have been written about and dis- 
cussed. What more is there to say? At the time of writing the United 
Kingdom balance of payments looks fairly strong, and the gold reserves are 
increasing. At such a time interest in the subject tends to wane. It seems 
both less urgent and less desirable to interfere with something which appears 
to be working fairly well. Despite this, there are good reasons for recon- 
sidering the question ‘ What should be done about the Sterling Area?’ One 
cannot be sure that the immunity from crises will endure, and a time of 
strength like the present may be the best one in which to make radical 
changes in policy. One can choose more freely, and with more consideration 
for long-term consequences, when the problems of the immediate future are 
no longer so pressing. 

The main aim of this contribution to the debate is to set the various 
alternatives which have been canvassed in a wider context. Much of the 
debate has been conducted in Britain and from Britain’s point of view.’ 
But this is a matter which affects the interests of all the members of the 
Sterling Area. The merits and demerits of any proposals depend to a great 
extent on the way in which the other members of the Sterling Area would 
react to any attempt to carry them out. It seemed worthwhile, then, to seek 
the views of informed observers in. a number of the member countries. They 
were asked to comment on the problem, and to express both their own 
opinions and also representative opinions in their several countries. 

To guide the discussion, a:summary of the main radical proposals which 
have been made recently was prepared and circulated (and hence written 
without the benefit of this survey of opinion overseas). This, the first essay 
in the Symposium, groups the proposals under three main heads: ‘ Britain 
alone’, ‘the club’ and ‘one world with flexible exchange rates’. This 
grouping is convenient, and corresponds to some extent with the grouping of 
radical opinion in this country; but the different parts of each set of proposals 
could be combined in different ways, and some might want to support only 
certain parts of any set. Clearly, any proposals for change must show why a 
change is necessary, so a convenient starting point is to consider the status quo. 

1 The writer is much indebted to Mr. T. Balogh, Mr. D. M. Bensusan-Butt, Sir Donald 


MacDougall, Mr. J. R. Sargent and Mr. G. D.N. Worswick for many very helpful criticisms 


d suggestions. : ; Jee 
ci s Ferd good summary of the recent debate see Political and Economic Planning's The 


Debate on Sterling ’, Planning, Vol. XXIV, No. 421, April 1958. 
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The status quo' ; 
The Sterling Area consists of a group of countries between which there is 
relatively free movement of goods, labour and capital. The definition usually 
given is that of the ‘Scheduled Territories’ under the Exchange Control 
Act of 1947. These are the British Commonwealth except Canada, together 
with Burma, Iceland, Iraq,? the Irish Republic, Jordan, Libya and British 
Trust Territories, Protectorates and Protected States (notably, Bahrain and 
Kuwait). These countries conduct about 45 per cent of their foreign trade 
with each other (Table I). This high ratio of trade within the area to the 


TABLE I 
Sterling Area Trade in 1957 Sy 
Trade with £ million 
Sterling Non-Sterling 
Imports of Oe ESN Area Area World 
UKs: tc Sa ide — 1,551 1,551 2525 4,076 
RSA. maw: ah SG aa |) dg SZ 875 2,427 2579 5,006 
Sterling Area ... ik &s|seal,o92 2,425 3,977 5,104 9,081 
Exports of 
WEG eens hod m3 fis a 1,527 1,527 1,932 3,458 
RUSTAG, See Pai aes .-| 1,244 789 2,032 1,985 4,017 


Sterling Area ... aa tly Sze 2,316 3,560 3,916 7,476 


Source: The Commonwealth and the Sterling Area. Statistical Abstract No. 78, 1957 
H.M.S.O., Dec. 1958. 

Note. The figures do not include the trade of the British Protected States of the Persian 
Gulf except in so far as it is included in the trade returns of other members of the Sterling 
Area. Gold coin, bullion, ores and unworked or partly worked gold are excluded. Imports 
are mainly c.i.f. and exports f.o.b. 


total trade of the area may be compared with that of 30 per cent for the six 
European Common Market countries, and nearly 50 per cent for all the 
metropolitan O.E.E.C. countries. Some 45 per cent of United Kingdom 
exports goes to the rest of the Sterling Area (R.S.A.), as compared with 15 
per cent to the Six, and 30 per cent to all the metropolitan O.E.E.C. countries. 
For the present, therefore, the United Kingdom depends more heavily 
on her export markets in the Sterling Area than on those in Europe. The 
same is true of the R.S.A. countries who, indeed, send far more of their 
exports to the United Kingdom alone than to all the non-sterling countries 
in Europe put together. 

Imports from the R.S.A. into the United Kingdom are virtually free of 
quota restriction, and, apart from excise duties (e.g. on tobacco, wines, spirits 
and petroleum) are subject to very few and low duties. So far as quota 
restrictions are concerned, there is now little discrimination in favour of 
imports from the R.S.A. Many of the remaining restrictions on imports of 
consumer goods from the Dollar Area are due to go soon, and other restric- 


‘In the following description of the present arrangements and recent history of the 
Sterling Area much more space is given to the arrangements and history of the United 
Kingdom than of the other members of the Sterling Area. This is partly because of the 
writer's ignorance of the latter, and partly because of the difficulty of describing briefly the 
very various experiences of so many countries. 

? Iraq left the Sterling Area in June 1959, 
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tions are slight. Tariff discrimination is more important. It has been estim- 
ated that in 1953 about a half of United Kingdom imports from British 
countries enjoyed some margin of preference, and that on these the margin 
was around 12 per cent, giving an average margin on all imports from British 
countries of around 6 per cent!. Most of these imports are primary products, 
and for some the margin of preference is of considerable value to the Common- 
wealth exporters. Manufacturers in the Commonwealth have also benefited 
from the right of duty-free and quota-free entry into the British market. The 
United Kingdom Government has resisted strong pressure from the cotton 
industry for protection against textiles from India, Pakistan and Hong-Kong. 
The industry has instead negotiated quotas limiting imports with the overseas 
manufacturers, but the arrangement is a temporary one, and the quotas 
are generous. For those Commonwealth countries which are seeking to 
follow the Japanese example of greatly expanding their exports of manu- 
factures, it is the free entry for manufactures into the United Kingdom which 
is of greatest potential importance. 

The R.S.A.’s imports from the United Kingdom, or from each other, are 
not nearly so free from restriction. Australia, India, New Zealand and 
Pakistan have all in recent years imposed often severe quantitative restric- 
tions on their imports from the United Kingdom, both for protective and 
for balance of payments reasons. At one time, British goods were given 
more favourable treatment than similar goods from the Dollar Area, but this 
discrimination is lessening and may be expected to disappear soon, partly as 
a result of the Montreal Conference and the moves to convertibility last year. 
The Colonies have not, generally speaking, restricted their sterling imports by 
quota, whereas their imports from the Dollar Area have been so restricted. 
Here again, however, the discrimination is being reduced. Few, if any, 
R.S.A. countries now discriminate by quota restrictions between imports 
from the United Kingdom and imports from most other non-dollar countries 
(probably the main exception being Japan). No estimates are available of the 
average rate of duty on United Kingdom exports to the R.S.A. It has been 
estimated that in 1948 about half its exports to British countries enjoyed a 
preference margin, and that on these goods the average duty was about 14 
per cent and the preference margin about 14 per cent, so that the duty on 
similar goods coming from e.g. the United States was about 28 per cent.® 
Since then there has probably been some reduction in the average margin of 
preference, although not perhaps a very great one.® 

1See Sir Donald MacDougall and R. Hutt, ‘Imperial Preference: A Quantitative 
Analysis’, Economic Journal, Vol. LXIV, 1954, p. 256. The percentages refer to the 
difference between the duty on imports from British countries and the duty on similar 
imports from the United States (taken as representative of other countries to simplify 
calculation) expressed as a percentage of the value of imports exclusive of all duties. The 
averages are weighted by the value of United Kingdom imports from British countries. 

2 Sir Donald MacDougall and R. Hutt, of. cit., p. 237 and 239. 

8 In 1953 the average margin of preference was about 6 per cent on all U.K. exports to 


British countries, or about 12 per cent on that half of total exports enjoying preference 
(MacDougall and Hutt, op. cit., p. 256). 
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The R.S.A.’s imports from each other are subject to similar restrictions 
to their imports from the United Kingdom. 

There is complete freedom for Commonwealth citizens to migrate to and 
work in the United Kingdom. In relation to the populations involved, how- 
ever, the migration has been small. The number arriving in 1957 was 50 
thousand or about 0.1 per cent of the United Kingdom population, and less 
than 0.01 per cent of the population of the Commonwealth. Compared with 
the annual rate of increase in the United Kingdom population of about 200 
thousand, the inflow is appreciable. There is discrimination in favour of 
Commonwealth (and Irish) citizens. Citizens of other countries are not, in 
general, allowed to emigrate to or work in the United Kingdom without 
special permission. 

The immigration laws of the R.S.A. countries generally discriminate in 
favour of immigrants from the United Kingdom, and such immigration is 
often subsidised. Immigration from other R.S.A. countries is, however, 
sometimes more severely restricted than from certain non-sterling countries. 

Capital movements between the United Kingdom and the R.S.A. are not 
restricted by the United Kingdom’s exchange control except for purchases 
of non-sterling securities. These were controlled in mid-1957, when it 
became evident that a large flight of capital from this country to the Dollar 
Area was proceeding via the Kuwait gap. Otherwise, the United Kingdom 
authorities rely on the exchange controls of the R.S.A. countries to prevent 
capital moving out of the Sterling Area into the rest of the world. Movements 
between the United Kingdom and non-sterling countries are, of course, the 
direct responsibility of the United Kingdom authorities. The outflow is 
restricted, generally speaking, to trade credits of limited duration and to 
approved direct investments by British companies in subsidiaries overseas. 
There is thus discrimination in the United Kingdom exchange control 
regulations favouring capital movements to the R.S.A. 

There are, however, some other United Kingdom Governmental checks 
on the ability of R.S.A. countries to borrow from the United Kingdom. 
Direct investments, trade credits and ordinary bank advances are subject 
to no official restrictions, but other, officially controlled, forms of borrowing 
are a sizeable part of total United Kingdom long-term lending to the R.S.A. 
In 1958 the total net outflow is estimated to have been £231 millions,? of 
which £31 millions consisted of lending (or repayment) in which the United 
Kingdom Government was directly involved (e.g. through the Colonial 
Development Corporation or the Export Credits Guarantee Department). 
New capital issues in the United Kingdom for overseas countries are also 
controlled by the United Kingdom Government, and these amounted to £68 
millions to Commonwealth countries in 1958.3 It would thus appear that the 


_ 1 The figures given in the text exclude immigrants from the Republic of Ireland, which 
is not part of the Commonwealth. However, Irish citizens are allowed freely into the 
United Kingdom, and many come. 2? Cmnd. 700, p. 6. 

® Monthly Digest of Statistics, April 1959, p. 112. The Commonwealth is not, of course 
exactly the same as the Sterling Area. The statistics for new issues are also not on exactly 
the same basis, for example in regard to timing, as the balance of payments statistics, 
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net outflow of uncontrolled capital to the R.S.A. was about £130 millions in 
1958. But the gross outflow was larger, since there was some inflow of capital, 
Furthermore, the net outflow is probably understated since the official 
estimates are based on incomplete information, particularly in regard to the 
profits of British companies which are retained overseas. Besides these long- 
term capital movements there are also uncontrolled short-term capital 
movements, including drawings on the sterling balances. 


Several measures were taken recently to stimulate the flow of capital 
from the United Kingdom. In the Budget of 1957 British companies opera- 
ting overseas were enabled to escape United Kingdom taxes on profits not 
distributed to United Kingdom residents. They were thereby encouraged to 
invest their profits overseas. This tax concession was estimated to be worth 
£35 millions a year. At the Montreal Conference in 1958 it was announced 
that Commonwealth and Colonial governments would be given freer access 
to direct borrowing from the United Kingdom Government, at a rate of inter- 
est of only one quarter per cent more than that currently paid by the Govern- 
ment on its own long-term borrowing. These loans would be tied to pur- 
chases from the United Kingdom, as have been many British Government 
loans. In addition, non-governmental bodies in the Colonies, such as 
development boards, were again to be given access to the London Capital 
Market. In February 1959, however, when the need to obtain the consent 
of the Capital Issues Committee was waived so far as United Kingdom 
domestic borrowers were concerned, it was retained for private overseas 
borrowers. That this control has some bite is suggested by the fact that over 
two-thirds, by value, of the applications by overseas borrowers (including, 
however, non-sterling countries) were refused by the C.I.C. in 1957 and over 
half in 1958.1 

Capital movements between the Colonies and the United Kingdom or the 
independent countries of the Sterling Area are virtually free of restriction 
by the United Kingdom or Colonial Governments. The independent 
countries of the Sterling Area, however, operate controls of varying intensity. 


So far nothing has been said about the arrangements for settling trans- 
actions between members of the Sterling Area and between them and non- 
sterling countries. Some would regard these arrangements as the primary 
feature of the Area, and the controls, or lack of them, over the movement of 
goods, labour and capital as secondary. The arrangements are, briefly, that 
the R.S.A. countries hold the bulk? of their foreign exchange reserves in the 
form of sterling balances (i.e. deposits in United Kingdom banks, United 
Kingdom Treasury Bills, and other United Kingdom Government securities). 
These sterling balances can be used to settle all their transactions with each 
other, or with the United Kingdom, and they can also be used to settle 
transactions with non-sterling countries which are prepared to accept sterling. 

1 Only about 8 or 9 per cent by. value of domestic borrowers’ applications were refused 


i 41957. (See the Monthly Digest of Statistics, H.M.S.O., Feb. 1959). 
on Their sets gold and dollars are appreciable and are growing. See footnote 1 p. 219, 
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If an R.S.A. country needs some non-sterling currency, it can obtain it by 
converting part of its sterling balances into the requisite currency. The 
United Kingdom Government places no restrictions on the freedom of R.S.A. 
central banks to convert their balances in this way. Likewise, if an R.S.A. 
country receives non-sterling currencies it generally converts them into 
sterling. Looking at the system from the point of view of an R.S.A. central 
bank,-then, its task (so far as external transactions are concerned) is to 
ensure that it always has enough sterling to meet the net demand for settle- 
ment in any period. It does not have to worry what particular currencies are 
required. 

From the point of view of the United Kingdom, the task is to ensure that 
there is always enough gold, dollars or other suitable non-sterling currencies 
available to meet the net demands for settlement of the whole of the Sterling 
Area with the rest of the world in any period. The fact that settlements 
are carried out for the most part through the foreign exchange market does 
not appreciably alter this task. The exchange rate of sterling for other 
currencies is fixed between narrow limits (plus or minus 0.7 per cent of 
parity for dollars with somewhat wider margins for other currencies), and the 
United Kingdom Exchange Equalisation Account is continuously operating in 
the market to maintain the rates within them. The gold, dollar and other 
convertible non-sterling currency reserves held by the E.E.A. amounted to 
£1,114 millions at the end of May 1959. They are small when compared 
with the sterling balances held by R.S.A. countries (£2,675 millions at the 
end of March 1959), and smaller still if one adds the sterling balances held by 
non-sterling countries (£656 millions at the end of March 1959). Various 
international organisations also hold sterling balances (£538 millions at the 
end of March 1959) but these are of a somewhat different character from the 
rest. 

The fact that the gold and dollar reserves are smaller than the sterling 
balances is not necessarily deplorable. It is, indeed, one of the advantages of 
the Sterling Area system that it economises in the amount of gold and dollars 
which the members must collectively possess. Were each member to hold 
his own gold and dollar reserves, the total holdings of the Sterling Area 
might have to be something like double the present ones. So long as members’ 
sterling balances are kept as genuine working balances, and so are run up and 
down in accordance with their changing individual needs, there will be some 
cancelling out and the central reserves can safely be smaller. However, some 
members’ sterling balances are probably in excess of what they would regard 
as satisfactory working balances, and they may want to reduce them per- 
manently in order to finance their economic development. For some Colonies 
it may be possible (and thought desirable) in the future to reduce their 
sterling balances by abandoning the present 100 per cent sterling backing 
for their local currencies. Some members might arrange suitable short-term 
borrowing facilities either in the United Kingdom or elsewhere (e.g. in the 
I,M.F., or in New York) which would enable them permanently to reduce 
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their sterling balances. India has done this to some extent already. Finally, 
even those members who do not want to reduce their total foreign exchange 
reserves, might reduce their holdings of sterling so as to hold more gold or 
dollars.1 This would, presumably, be resisted by the United Kingdom, 
though this would be difficult, especially since sterling held by non-residents 
of the Sterling Area is now de jure convertible. 

The adequacy of the central gold and dollar reserves cannot be gauged 
solely by comparing them with the sterling balances. Another comparison 
is with the Sterling Area’s imports from the rest of the world, of which they 
represent less than two months’ supply. 

The Sterling Area has experienced numerous foreign exchange crises 
since the war. There were crises in 1947, 1949, 1951-2, 1955, 1956 and 1957. 
Their common features were a rapid fall in the United Kingdom’s gold and 
dollar reserves,” a series of measures taken by the United Kingdom and R.S.A. 
governments to check the drain, and an ending of the drain often followed 
by an increase in the reserves. The immediate causes of the crises have 
varied, as have the measures taken to deal with them. 

Table 2 gives an analysis of the Sterling Area surplus or deficit®, which, 
however, must be interpreted with caution. The size of any particular 
item is only a rough guide to its causal significance, since the various items 
are interdependent. There are other ways in which the surpluses and deficits 
could be analysed.* Bearing this in mind, we can see that the United King- 
dom’s current deficit was large in the 1947 and 1951-2 crises, and sizeable 
in the 1955 crisis (col. (1) of Table 2). The R.S.A. ran particularly large 
deficits’ in the 1947, 1949, 1951-2 and 1957 crises (Table 2 col. (4)). These 
deficits were mainly financed in 1947 and 1949 by a large flow of capital from 
the United Kingdom. In 1951-2 and 1957, however, they were mainly 
financed by drawings on the R.S.A.’s sterling balances (see cols. (2) and (3) 
of Table 2). The role of speculative movements of capital in the various 
crises is difficult to determine from the figures available. Part of the large 
flow of capital from the United Kingdom to the R.S.A. in 1947 and 1949 
was prompted by speculation,® and, by allowing the R.S.A. to run heavy 
deficits may have indirectly led to some loss of United Kingdom gold and 

1 The gold and dollar holdings of official organisations in the R.S.A. are estimated to 
have risen from £250 millions at the end of 1950 to £340 millions at the end of 1958. See 


, inancial Statistics, I.M.F., April 1959. : 
arte yi eb nae did not fall so ach! It was the rapid exhaustion of the United 
States and Canadian credits se was alarming. 

v o col. (8) of Table 2. } 

“ For scab. - ee take the United Kingdom’s and the R.S.A.’s bilateral balances 
with the dollar area, and only include net gold or dollar payments to or receipts from non- 
dollar non-sterling countries. This is the procedure followed in the tables analysing the net 
gold and dollar surplus or deficit in the earlier White Papers on the balance of payments 
(see, e.g. Cmd. 8976, October 1953, Tables 19 and 20). This often gives quite a different 
picture to the one in Table 2, a fact which should warn one of the dangers of identifying 
accounting apie es ce pars 

o : of Table 2. ; 

S eotaee oe capital went to South Africa. The motives may have been, inter 
alia, fear of a capital levy by the United Kingdom Government, and buying of gold shares 
in anticipation of devaluation, 
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NOTES TO TABLE 2. 


Col. (2) A minus sign shows net lending by the U.K. This item is the sum of ‘balance of 
long-term capital ’, ‘ miscellaneous capital (net) ’, and the ‘ balancing item’. The inclusion 
of the “balancing item’ means that U.K. purchases of non-sterling securities through the 
‘Kuwait gap’ (see p. 216) are not shown here, but in col. (6). Some errors and omissions on 
current account may, however, be included. In 1947 and 1949 +30 and +16 respectively 
are included for Australian and New Zealand gifts to the U.K. ; 


Col. (4) This equals the R.S.A.’s current surplus (or deficit) with all areas plus sales of 
gold, plus net investment in the R.S.A. by non-sterling countries and non-territorial 
organisations. Estimates of this last item (plus sales of gold by the R.S.A. other than to the 
U.K.) are available for the years since 1950 in the sources quoted. For 1950-58 it averaged 
about £200m. a year. The R.S.A.’s true current surplus was therefore much smaller (or its 
deficit larger) than the figures in this column, even if gold sales are treated as a current 
receipt (as seems appropriate). 

Col. (5) A minus sign shows net lending by the U.K. This item is the sum of ‘ Inter- 
Government loans’ and ‘ other long-term capital (net),’ but excluding loans to the U.K. 
Government made mainly to finance a deficit in the balance of payments. These last are 
listed in the note to Col. (8). Prior to 1952 ‘ other long-term capital (net) ’ is not shown 
separately in the source quoted, and so is excluded from this column and included in col. 
(6). However, the sale of the Argentine railways in 1948 (+150) is included in col. (5). 
Revaluation payments in 1949, 1950 and 1951 (—60, —4, —11) are included. For 1957, 26 
has been subtracted, this being the amount due on the U.S. and Canadian lines of credit, the 
repayment of which was postponed. This postponement is treated as borrowing to finance a 
deficit (see note to col. (8)). 


Col. (6) A minus sign shows net lending by the U.K. This item is the sum of ‘ miscellane- 
ous capital (net) ’ and the ‘ balancing item ’. Prior to 1952, ‘ other long-term capital (net) ’ 
is also included (see note to col. (5)). The inclusion of the ‘ balancing item ’ means that U.K. 
purchases of non-sterling securities through the ‘Kuwait-gap’ (see p. 216), are shown here, 
and not in col. (2). Some errors and omissions on current account may also be included. 


Col. (8) This is equal to the sum of the following ‘ financing ’ items: increase in U.K. 
gold and dollar reserves and in official holdings of non-dollar currencies minus net receipts 
from: E.R.P. (less U.S. share of counterpart and less grants by U.K. under the Intra- 
European Payments Agreements and through the European Payments Union, since these 
were largely given in exchange for E.R.P. aid), U.S. and Canadian Lines of Credit, E.R.P. 
loans, Defence Aid loan, Export-Import Bank Credit, E.P.U. credits (net of repayments), 
and drawings on the I.M.F. (net of repayments). Subscriptions to the I.M.F. and I.B.R.D. 
are added, and increases in the sterling balances of non-territorial organisations subtracted 
(or decreases added). In 1956 and 1957 the postponement of interest and amortisation 
payments on the U.S. and Canadian Lines of Credit is treated as a ‘ financing ’ item. Hence 
37 (for interest) is subtracted from the current balance in col. (1) for each year and 26 (for 
amortisation) is substracted in col. (5) for 1957. This increases the deficit in col. (8) by 37 
in 1956 and 63 in 1957. 
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dollar reserves. In 1947 there was only a small net flow of capital to non- 
sterling countries (col. (6) ), if one excludes capital movements which were 
probably not prompted by speculative motives (see col. (5) and the note to it), 
and there was also virtually no change in their sterling balances. In 1949 
speculative capital movements to non-sterling countries, and falls in the 
latter’s sterling balances, were again not apparently very large, surprisingly 
enough.! In 1951-2 there were large falls in the sterling balances of non- 
sterling countries which may have been partly due to speculation against 
the pound, and there were further appreciable falls in 1955, 1956 and (after 
allowing for a special accumulation of £75 millions by the German Govern- 
ment, mainly in the third quarter of the year) in 1957. It is, indeed, in the 
1956 and 1957 crises that speculative movements probably reached their 
greatest relative importance. The annual figures in Table 2 conceal their 
importance, since the movements were concentrated in the fourth quarter 
of 1956 and the third quarter of 1957. In these shorter periods it is possible 
that speculative losses accounted for well over half of the large deficits which 
occurred.” 

The three main types of measures used to meet the crises were import 
controls, measures to reduce effective demand, and borrowing from abroad. 
Other measures, whose intensity was not varied in the same way to meet 
each crisis but which had the effect of protecting the reserves, were the 
restrictions on capital movements to non-sterling countries, on the use of 
sterling balances, and on the freedom of merchants to trade in commodities 
between different non-sterling countries. Devaluation in 1949 was the only 


1 There was much talk of speculation in anticipation of the devaluation at the time, but 
the available figures suggest that the crisis was mainly due to the persistence of the heavy 
deficits of the R.S.A., and too small a United Kingdom current surplus. To some extent, 
however, these in turn may have been influenced by speculation against the pound. Further- 
more, the figures for the whole year reduce the apparent importance of the outflow of capital 
to non-sterling countries (Table 2, col. (6)). Following devaluation in September 1949, 
there was an inflow, and the outflow in the 8} months prior to devaluation was probably 
more than £70 millions. 

*In the absence of full quarterly balance of payments statistics, no precise estimates 
are possible. The following estimates for the various items in Table 2 were obtained by 
using such quarterly series as are available, and spreading other items (available half- 
yearly) evenly over the quarters. Col. (6), ‘ other capital movements to non-sterling coun- 
tries was obtained as a residual. The large outflow of capital to non-sterling countries 
in the first half of 1957 was partly due to the purchases of non-sterling securities through the 
Kuwait gap mentioned on p. 216. Controls to stop this were introduced in July 1957, 


Columns asin Table 2. {£ Million 
(1) (2) (3) (4) (5) (6) (7) (8) 


1956 let half... a. 190 21 ON sna! 

1956 3rd quarter... .. 50°, 5 -— 54S SLO cae "\ 07 me 236 
1956 4th quarter... ... 1, Sl $35" 86298 Sey, San Poon 
W057-isthal. 4. “ts 144" Las? 69 12 2 hoe 4 70 
1957 3rd quarter... ... 38-9 Hen BS ST 5 he 76 14* —181 
1957 4th quarter... ... 14 —=24 290 = 111 93 80 —13t 7 


*This would be about —130 if changes in EPU ‘reported accounts’ and th i 
deposit by the German Government were excluded, and this gives a better idea of oeeul 
tive changes in the balances held by non-sterling countries. 

ears eno be pds 40 on the same basis as the previous footnote. 

ote. e small discrepancies between the total for 1956 here and i 
the use of revised estimates from Cmnd. 700 in Table 2, semis 
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time the dollar exchange rate for the pound was altered, but a few R.S.A. 
countries changed their rates at other times.! 

In the 1947, 1949 and 1951-2 crises import controls were tightened, both 
by the United Kingdom and by the R.S.A.; but whereas the United Kingdom 
never resorted to cutting imports from the R.S.A., in the 1951-2 crisis Aus- 
tralia and some other countries in the R.S.A. imposed severe quantitative 
restrictions on their imports from the United Kingdom. Since 1952 quan- 
titative import restrictions have been progressively removed by the United 
Kingdom, and also by some R.S.A. countries. Others, however, have 
continued to use them as a method of correcting imbalances in their foreign 
payments, and they have, therefore, been tightened or relaxed from time to 
time. 

In all the crises, the United Kingdom Government took monetary or 
fiscal measures designed to reduce the pressure of demand in this country. 
No attempt is made to summarise these, nor the measures taken by R.S.A. 
governments. It is sufficient to note that, generally speaking, deflationary (or 
disinflationary) measures of one kind or another were usually tried, and that 
these often aimed at restricting domestic investment. 


In the early post-war years the large deficits of the Sterling Area were 
mostly financed by loans or grants from the United States or Canada. These 
effectively ceased by the middle of 1951. In the crisis of 1951-52, a large 
part of the deficit was financed by the credits automatically available when 
in deficit with the European Payments Union.? There was no substantial 
borrowing by the United Kingdom in the 1955 crisis, but in the 1956 and 
1957 crises drawings were made on the International Monetary Fund and ona 
line of credit extended by the United States Export-Import Bank respectively. 
As a result, whereas there was a heavy fall in the reserves in 1955, there were 
small increases in 1956 and 1957. To some extent the policy of raising Bank 
Rate during a crisis is designed to attract short-term capital from abroad, and 
hence comes under the heading of borrowing to meet a crisis. ‘This has been 
attempted in every crisis since 1951-2. R.S.A. countries have not, in general, 
attempted to cover their deficits by borrowing from abroad to the same 
extent as the United Kingdom.* They have relied mainly on the other 
measures described, and have allowed any remaining deficits to be financed 


1 New Zealand revalued her pound in 1948. Pakistan did not devalue her rupee in 1949 
but did in 1955. Iceland devalued in 1950 and introduced multiple rates in 1951. 

2 These (including the repayment of credits accumulated in the previous year) financed 
£340 millions of the total deficit of £1,166 millions in 1951-2. There was also Defence Aid 
amounting to £58 millions, which is treated as a current receipt in Table 2, rather than as a 
means of financing a deficit, this being the procedure followed in the official White Papers. 

3 In addition, in 1956 £37 millions of interest and in 1957 £63 millions of interest and 
amortisation payment on the United States and Canadian loans were postponed until the 
next century. This was equivalent to long-term borrowing. See note (8) of Table 2. 

4 They have, of course, borrowed long-term very extensively (see Table 2 col. (2) and 
note to co1.(4)), and this is designed to meet a long-term deficit in their current balance of 
payments. The reference in the text is, however, to borrowing designed to offset a once- 
and-for-all fall in foreign exchange reserves (‘ once-and-for-all’ either because the adverse 
factors are expected to disappear, or because other measures are being taken to offset 


them). 


224 THE BULLETIN 


by running down their reserves (i.e. their sterling balances). Several coun- 
tries have, however, drawn on their quotas in the International Monetary 
Fund, and more recently India has arranged loans from her principal trade 
creditors (including the United Kingdom, the United States and Germany). 
Generally speaking, the United Kingdom has not lent to R.S.A. countries 
to finance their deficits. As the ‘ Banker of the Sterling Area ’ she has frowned 
on overdrafts. Customers are encouraged to keep large enough balances to 
make these unnecessary, and, if they require short-term funds, to seek else- 
where. 

The formal restrictions on United Kingdom capital movements to non- 
sterling countries did not change appreciably throughout the period under 
review. In recent years, however, much greater freedom for direct invest- 
ment, especially in Canada, has been allowed, and there have also been 
changes from time to time in the maximum period for which trade credits 
may be granted or by which current foreign exchange earnings must be 
repatriated. 

Important changes were made in the use non-sterling residents were 
allowed to make of their sterling balances. In 1947 the United Kingdom was 
committed under the terms of the United States Loan Agreement to making 
sterling? freely convertible into dollars or other currencies for current trans- 
actions. Sterling held both by other Sterling Area countries and by non- 
sterling countries was to be convertible. ‘The aim of these undertakings was 
to prevent discrimination against the United States both by the United 
Kingdom and by other countries, and in general ‘ to promote the develop- 
ment of multilateral trade and facilitate its early resumption on a non-dis- 
criminatory basis.’ By allowing all holders of currently earned sterling to 
spend it for current purposes wherever they liked, the United Kingdom 
would not be able to make them buy from it rather than from the United 
States. At the same time it undertook not to impose discriminatory quanti- 
tative import restrictions itself. On the other hand, the obligation was meant 
to be a limited one. It was realised that the United Kingdom could not quickly 
repay the vast war-time accumulations of sterling balances, and it was envis- 
aged that arrangements for funding and also for cancelling some of these 
would be made. 

The introduction of convertibility, as some had foretold, was followed by 
a crisis in the summer of 1947. The United States agreed to waive the obliga- 
tions, and for the next few years the United Kingdom followed a very dis- 


1 These balances must be distinguished from ‘ security sterling ’ or ‘ blocked accounts ’. 
The purpose of these accounts is to receive funds that are not placed at the free disposal 
of non-residents of the Sterling Area, e.g. capital proceeds. They can be used to purchase 
United Kingdom securities, and can also be sold against U.S. dollars in free markets abroad. 
They cannot, however, be used in the same way as the sterling balances to purchase goods 
and services. See the Ninth Annual Report on Exchange Restrictions, I.M.F. 1958, p. 302. 

s inne is, ee a after various dates (depending on the countries involved) 
running from the middle o to the middle of 1947. The -ti i 
sterling were meant to be excluded. per ceagtig ian 10, 

Financial Agreement between the Governments of the United States i 
Kingdom. Cmd. 6708, December 1945, Section 10 (ii). ape haere 
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criminatory import policy and also placed many restrictions on the freedom 
of non-sterling residents to convert or transfer their sterling balances. The 
aim of these restrictions was to promote a higher level of trade between the 
United Kingdom and non-dollar non-sterling countries than there would 
otherwise have been. For if the United Kingdom had continued with con- 
vertibility and non-discrimination its exports would have cost 100 per cent 
dollars at the margin and, given the conditions of world dollar shortage then 
prevailing, other countries would have restricted their imports severely from 
it. It, in turn, would have had to restrict its imports more severely, since its 
exports would have been smaller. As well as the stimulus to non-dollar 
trade, the currency restrictions helped to prevent a capital flight from sterling 
into dollars. 

Besides discriminating against imports from the dollar area the United 
Kingdom encouraged the other members of the Sterling Area to do likewise. 
Formal and informal agreements were made to restrict the total amounts 
by which their sterling balances might be reduced, and to limit their dollar 
drawings from the central reserves. 

The return to non-discrimination and convertibility had its advocates 
in the United Kingdom. The following immediate advantages were claimed: 
increased use of sterling as an international currency, increased invisible 
earnings from merchanting and other activities by the City of London, and 
cheaper imports. The increased use of sterling was presumably thought 
advantageous partly for prestige reasons, partly because of the increased 
invisible earnings it might make possible, partly because of the increased 
exports it might indirectly stimulate through contacts with British banks, 
merchants, etc., and perhaps partly because of the once-and-for-all gain the 
United Kingdom would secure if other countries held larger sterling balances.1 
In addition, it was argued that the United Kingdom’s long-term interest lay 
in a multilateral trading system with the minimum of restrictions on trade. 
For its exports of manufactures would suffer in a world of trade restrictions, 
while its imports of food and materials could not be cut severely without 
hardship. Its bargaining position in bilateral trade agreements was, therefore, 
weak. 

There were also those (sometimes the same people) who advocated 
caution, pointing out the dangers of a contraction in trade if discrimination 
were abandoned, and of a capital flight from sterling into dollars if the former 
were made convertible into the latter. 

United Kingdom Government policy, and that of other countries, moved 
by a series of steps, sometimes reversed, towards non-discrimination and 
convertibility. The setting up of the Organisation for European Economic 
Co-operation in 1948, followed by the Intra-European Payments Agreements 


17.¢. the gain from a loan by those countries to the United Kingdom. Against this 
Bist be set the interest Seiad on the loan. In so far as the United Kingdom’s gold and 
dollar reserves had to be increased to offset the greater short-term liabilities, the net effects 
of the whole procedure would be neutralised, and indeed there would be a loss to the extent 
that interest earned on the extra reserves was lower than interest paid on the sterling 


balances. 
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and then by the European Payments Union in 1950, together with the Code of 
Liberalisation, led to the replacement of a bilateral system of trade and pay- 
ments by a multilateral non-discriminatory one amongst Western European 
countries. The economic recovery of the non-dollar countries, the devalu- 
ations of 1949, the continual outflow of American aid and increased outflow 
of private American capital, all lessened the dollar shortage and so the need 
to discriminate against the dollar area. Discrimination in United Kingdom 
purchases of food and materials was deliberately reduced from 1953 onwards 
with the return to private trading and the re-opening of commodity markets 
in grains and non-ferrous metals and other commodities.1 Permission was 
more readily given for transfers of sterling between non-dollar non-sterling 
countries, and in March 1954 the right to automatic (as opposed to adminis- 
trative) transferability was granted to virtually all non-dollar non-sterling 
countries, both for current and for capital transactions. No undertaking was 
given to convert their sterling into dollars, but in fact it could be converted 
in various ways. First, it could often be brought into the European Payments 
Union, in which the settlements became progressively ‘ harder ’.2 Second, it 
could be sold for dollars in the ‘ black’ markets in Zurich, New York and 
elsewhere. Third, it could be used to buy commodities in the Sterling Area 
(or in any transferable account country) which could then be sold for dollars 
in the Dollar Area. This last method was known as ‘ commodity shunting ’. 
In February, 1955, the Bank of England was given powers to support trans- 
ferable sterling in the various ‘ black markets ’, and from then until December 
1958 transferable sterling never stood at a discount of appreciably more than . 
one per cent on the rate in the London market.* Thus sterling held by all 
non-sterling countries became effectively convertible into dollars at an approx- 
imately uniform rate of exchange. Since commodity shunting was only 
profitable when sterling could be bought at an appreciable discount on the 
official rate, it presumably ceased, this being indeed one of the reasons for 
supporting the transferable rate. From 29th December, 1958, all sterling 
held by non-sterling countries was merged into one variety of ‘ external ’ 
sterling and made freely convertible into dollars at the rate ruling in the 
London market. 

It is clear from the above short description of the development of the 
United Kingdom Government’s policy that one important objective has been 
to promote freer trade, world-wide. Quantitative restrictions on United 


1 Even before the return to private trading, United Kingdom Government buyi 
food and materials had tended to Gaiscilininate Were against the dollar area so as Libiy 
the premiums which sometimes had to be paid for non-dollar supplies. 

] ; Prior to the middle of 1954, credits and debits within the quotas had been settled on a 
sliding scale (different for credits and debits) ranging from 0 per cent in gold to 50 per cent 
in gold for credits and 80 per cent for debits. For both credits and debits the average 
percentage settled in gold, within the quotas, was 40 per cent. From mid-1954 to August 
1955 both credits and debits were settled uniformly 50 per cent in gold, and provision was 
also made for the repayment in gold over a number of years of outstanding credits and 


debits. From August 1955 until the Union ended in December 1958 the settlements were 
75 per cent in gold. 


* Except for a few days during the Suez crisis. 
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Kingdom imports are fast disappearing, and have not been intensified in a 
crisis since 1952. Reciprocal tariff reductions were negotiated through the 
General Agreement on Tariffs and Trade in 1947, 1949, 1951 and 1956. 
More recently there was the offer to reduce and eliminate many tariffs 
reciprocally with Western European countries in a proposed Free Trade 
Area. There was also the offer to reduce tariffs reciprocally with Canada. 

It is also a declared objective of the Government to promote United 
Kingdom investment in the Commonwealth so far as the balance of payments 
permits it, and recent measures to this end were described on p. 217. 

The Government aims to finance this investment, and to prevent the recur- 
rence of balance of payments crises, by securing a large surplus on the current 
balance of payments. A figure of £300 to £350 millions a year on average 
has been officially put forward as the objective.! Over the last five years the 
United Kingdom’s average current surplus (taking the figures in col. (1) 
of Table 2) was £200 millions a year, which was inadequate. More recently 
the surplus has improved. It averaged £290 millions a year in the three years 
1956-8 and rose to £455 millions in 1958.2 It might appear, therefore, that 
this objective had been attained, and that no new policies were required to 
maintain this surplus. This is, unfortunately, uncertain. The large surplus 
of 1958 was achieved at a time when the United Kingdom was probably on 
balance gaining from the favourable movement in the terms of trade and when 
there was a marked degree of slack in the economy. If output is expanded to 
take up some of this slack, there may be some worsening in the balance of 
payments. Much will depend on the rise in wage-costs in the United King- 
dom compared with elsewhere, and on the rate of growth of output in the rest 
of the world. If wage-costs rise no faster than elsewhere, and if output expands 
at something like its former rate in the rest of the world, the United Kingdom’s 
current surplus may well remain high on average, or even improve further. 

The United Kingdom Government probably hopes for this favourable 
outcome. A strong balance of payments, a high level of investment in the 
Commonwealth, the absence of quantitative import restrictions, and the 
maintenance of the present exchange rate would then be reconciled with 
expansion in the United Kingdom economy. The existing reserves together 
with temporary borrowing from abroad (recently facilitated by the increase 
in the I.M.F. quotas) would probably be sufficient to deal with any fluctua- 
tions in the balance of payments. If, however, wage-costs in the United 
Kingdom should once more start to rise as fast as in 1954 to 1957,° or if the 
world economy continued to stagnate as in 1957-8, then, in default of Govern- 
ment action, the United Kingdom’s current surplus would soon become 
inadequate. In that event, and judging by the policies pursued and statements 


1 Economic Survey for 1953, Cmd. 8800, para 103. Treasury Bulletin for Industry, 
April 1956. The Radcliffe Report states that the Treasury regards a current surplus 
averaging £450 millions a year as desirable in the early 1960’s. See Cmnd. 827, para. 62. 

2 As revised in Cmnd. 861, October 1959, the current surplus averaged £216 million a 

in 1956-8 and rose to £349 millions in 1958. ; ‘ ; 
cher I.e. by about 6 per She per annum according to the National Institute of Economic 


and Social Research. See its Economic Review, January, 1959, p. 19. 
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made in recent years, the Government would restrict demand by fiscal or 
monetary means, raise the Bank rate, and possibly borrow from abroad. 


‘ Britain alone’ 

In the opinion of some writers,! the chief defect of the policies which have 
just been described is that they involve sacrificing the rate of growth of output 
in the United Kingdom in order to maintain present Sterling Area arrange- 
ments. The two main reasons for believing this must be distinguished. 

In the first place, it is thought to be unlikely that the United Kingdom 
will be able to achieve an adequate current surplus, partly because its inflation 
is likely to be worse than that of its competitors, and partly because its rate 
of innovation is likely to be slower.? Given this, and also the magnitude of its 
short-term liabilities in relation to its reserves, it seems likely that severe 
balance of payments crises will recur, and will be countered by deflationary 
internal policies which will slow down the rate of growth of United Kingdom 
output. 

Secondly, present Sterling Area arrangements and the United Kingdom’s 
desire for political prestige involve it in large overseas expenditure: inves. 
ment in the R.S.A., grants to Colonies and to other governments, and military 
expenditures on the maintenance of bases and forces overseas. The resources 
used in these ways would mostly be better employed in raising the level of 
investment in the United Kingdom and so promoting the rate of growth of 
its output.3 

The remedies proposed are, briefly, to.fund, block or repay some of the 
sterling balances, to reduce the flow of capital to the R.S.A. by means of 
controls and to cut overseas grants and military expenditure. Since these 
proposals involve a withdrawal by the United Kingdom from many of its 
activities abroad as a banker, as an investor and as a policeman and soldier, 
they have been christened ‘ Britain alone’. This is a convenient title, but it 
must not be taken to imply that the writers concerned advocate a complete 
withdrawal. Let us now consider the proposals in greater detail. 

Much importance is attached to the role of the sterling balances in Sterling 
Area crises. It is thought to be of the first importance that something should 
be done to reduce the present disparity between the United Kingdom’s 
reserves and short-term liabilities. As it is thought unlikely that the reserves 


1A. C. L. Day and A. Shontield are the two writers taken to repr > ‘ Britai 
alone’ school of thought. In the sequel, references are made to the talsodig wechn aoe 
Mr. Day: * What Price the Sterling Area?’ The Listener, November 21st 1957, pp 824-825 
and 846; “Solving the £ Problem’ Financial Times, May 2nd, 1958. These are referred to 
as Day (1) and Day (2) respectively. All references to Mr. Shonfield are to his book British 
Economic Policy since the War revised ed. Penguin Books, Ltd., 1959. 

2 See Day (1) p. 825. 

3 Shonfield, op. cit. passim. 


4‘ Tt is in large part this accumulation of sterling outstandin ich i 
source of the periodic waves of speculation, which have ue the Sold users a 
with it the economy of the United Kingdom.’ Shonfield, op. cit., p. 285. ‘The Ste tin 
problem will continue to hang threateningly over our heads until we can brin our rises 
liabilities into a more sensible relation with our reserves. . . . Proba cnaten Eee 


: bl 
. reasonably happy if the total of our quick liabilities is no greater than pba P 7 ©. 
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can be increased significantly, it follows that the short-term liabilities must be 
reduced. This can be achieved in a number of ways, the best of which 
demand the co-operation of other countries, or of the International Monetary 
Fund. Thus the Fund might be persuaded to take over the sterling balances 
in return for a long-term debt by the United Kingdom to the Fund. In this 
way the holders of the balances would not suffer, since their reserves would 
still be liquid, while the United Kingdom would have converted a short-term 
into a long-term liability, and the dangers of a sudden withdrawal of the 
balances would be removed.! If this kind of arrangement could not be 
negotiated, the United Kingdom might have to ‘ negotiate a blocking of the 
excess balances of the largest holders of sterling, and to give a guarantee of 
the gold value for the remaining working balances of the Sterling Area.’ 
This guarantee would reduce the incentive to withdraw funds in a crisis. It 
could also be offered in return for a limitation on the amount by which the 
balances could be drawn down in any year.? The United Kingdom might 
also offer to exchange some of its assets in e.g. Australia for Australia’s 
sterling balances.? Similarly, some of the non-sterling (and especially North 
American) securities held by the United Kingdom Government or by private 
United Kingdom residents could be sold and the proceeds used to reduce 
non-sterling or R.S.A. countries’ sterling balances.,2 3. A concession which 
might be offered to large holders of sterling (such as Malaya and Ghana) in 
return for the funding of part of their balances over a period of 10 to 15 years 
would be prior access to the London Capital Market.? 

This last proposal appears to conflict with the proposal to reduce the flow 
of capital to the R.S.A. Perhaps it is intended that the reduction would be 
mainly in the capital going to the richer independent members‘ (z.e. Aus- 
tralia, New Zealand, the Federation of Rhodesia and Nyasaland, and the 
Union of South Africa), but if so the scope of the reduction is lessened.® 
The reduction would be made by imposing United Kingdom exchange 
control on all United Kingdom transactions with the R.S.A., thus preventing 
private investors and companies sending funds out of this country except for 
approved purposes. An added advantage of imposing exchange control is 
that it would help to prevent a leakage of capital from the United Kingdom to 
non-sterling countries via the R.S.A., of which the Kuwait gap is an example 
(see p. 216).? The controls might be reinforced by a reversal of the recent tax 
concession to companies trading overseas (see p. 217), that is, profits retained 

1Day (2). *Shonfield, op. cit., pp. 286, 287. 
3Day (1) p. 846. “See Shonfield, of. cit., p. 281. 5 ; ; 
PovGh titi is snctosisy South Avice end Runaedia, and 4550 millions ia tho CAlpalal 


i : i i tment 
itori d India. See A. R. Conan ‘The Changing Pattern of International Inves 
in Sclected Sterling Countries ’ Essays in International Finance, No. 27, Dec. 1956, Princeton 
University, p. 17. 
8 Shonfield, op. cit., p. 282. 
7 Sede 2 cit., na 289, Gevocates a tightening of all exchange controls to prevent 
speculative capital movements. See also R. R. Neild ‘ Capital Movements and the Problem 
of Sterling ’, District Bank Review, Dec. 1957, pp. 17, 18. Mr. Neild also advocates restrict- 


ing the flow of capital abroad from this country. 
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overseas would be taxed by the United Kingdom Government at a higher 
rate than profits remitted home.' 

The third proposal put forward is to cut United Kingdom Government 
grants to overseas governments, and also overseas military expenditure.? 
Grants to Colonial Governments would be left intact, but other grants would 
be cut. Military expenditure would be cut by withdrawing troops from 
overseas and giving up some bases (e.g. possibly Hong Kong, Malta and 
Gibraltar) and, where it was necessary in the interests of the Western Alliance 
for the United Kingdom to keep forces overseas, by obtaining financial 
assistance from the other members of the Alliance for this purpose. 


Let us now consider some objections to these proposals, and the reasoning 
behind them. A very serious objection is that there might well be unfavour- 
able political consequences. The United Kingdom’s relations with both the 
R.S.A. and the N.A.T.O. countries might worsen. The R.S.A. countries 
might be left dangerously illiquid with their international exchange reserves 
blocked or funded and simultaneously they would be deprived of an inflow 
of investment funds, military expenditures and grants on which they had 
come to rely. The United Kingdom would have abused the confidence of 
those who had trusted it as a banker and it would have gone back on its 
promises to supply capital for development. Even if the measures were 
thought to be economically advantageous to the United Kingdom, they might 
be rejected because of the political effects and because the gains were largely 
at the expense of friends and allies. To amplify this would be to go outside 
the scope of this article, but it is relevant in as much as the worsened political 
situation might make it more difficult to secure the co-operation of, for 
example, the I.M.F. in the funding of sterling balances, and in so far as it 
led to economic retaliation by the R.S.A. The latter is discussed below. 


But would the proposals even benefit the United Kingdom economy? 
They might increase its rate of growth either because they strengthened the 
balance of payments or because they directly released resources which could 
be used to increase domestic investment. These were the two arguments 
distinguished on p. 228. The first of them is potentially the more important. 
For if the alternative to the proposals is a series of balance of payments crises 
accompanied by deflationary measures which cut investment and growth, 
then the gain from following the proposals could be large. Let us therefore 
consider the objections to this ‘ balance of payments argument’ first. To 
begin with, some may doubt whether the alternative is so bad as the argument 
makes out. As was suggested on p. 227, continuing with present policies 
need not lead to further balance of payments crises. There can be no certainty 
about that. And even if continuing with present policies wereto lead to further 


crises, it may be doubted whether following the proposals would help 
matters. 


1 Shonfield, op. cit., p. 283. 


* Mr. Day does not make this proposal, and the followin i 
op. cit, Chapter 5, and p. 281, 282. ~ Sones ae eae 
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There are three ways in which the balance of payments might be strengthened: 

1. By making a once-and-for-all improvement in the ratio of the United 
Kingdom’s gold and dollar reserves to its short-term liabilities. 

2. By making a once-and-for-all improvement in the United Kingdom’s 
rate of investment in short-term foreign assets (e.g. in the rate at 
which the reserves are increased or the sterling balances repaid). 

3- By making a continued and cumulative series of improvements in the 
United Kingdom’s rate of investment in short-term foreign assets. 

In what follows we discuss the effects of the proposals under each of 
these three heads. 

The blocking or funding of the R.S.A.’s sterling balances should streng- 
then the balance of payments under the first head, for it would reduce the 
United Kingdom’s short-term liabilities, replacing them by long-term ones. 
The threat of a sudden withdrawal of the balances would thus be removed. 
Against this there might be a weakening of the balance of payments under the 
second head. Even if we consider the most favourable case, in which the 
I.M.F. takes over the balances in return for a long-term debt owed by the 
United Kingdom to it, this debt would have to be completely repaid, whereas 
under present policies any future fall in sterling balances may still leave 
substantial working balances outstanding. There might even be an increase 
in the sterling balances. If this is true, then the repayments would impose a 
strain on the balance of payments which would otherwise not exist. Hence, 
taking both effects together, there might be no net strengthening of the balance 
of payments. 

So as to get some idea of the effect of the proposal, let us suppose that 
at some time in the past all the R.S.A.’s balances were handed over to the 
I.M.F. and amortised over a period of 30 years. The annual amortisation 
would then have been some {90 millions a year. We can see what the effect 
would have been on the United Kingdom’s overall surplus or deficit in the 
past if we suppose that no other transactions would have been affected. In 
that case, and bearing in mind that settlement with the R.S.A. would have 
been in gold or dollars, the surplus would be col. (8) of Table 2 (7.e. the old 
surplus) Jess col. (3) (t.e. less any increase, or plus any decrease in RSA. 
sterling balances) and less £90 millions. The results of this calculation are 
shown in col. (9) of the Table. The deficits in 1947, 1951-2 and 1957 are re- 
duced, the improvement in 1951-2 being substantial.’ On the other hand, 
the deficits in 1949, 1955 and 1956 are increased. Hence three crisis years are 
improved and three worsened. Since the average deficit is increased for all 
years taken together (since the R.S.A.’s sterling balances rose over this 
period, instead of falling by £90 millions a year), it must be assumed that 
the United Kingdom would have entered each crisis with lower reserves or 
borrowing facilities.2 Thus on balance the net effect on this (admittedly 


1 Against this, it must be remembered that there would have been no massive increase 
in the eold and dollar reserves in 1950-1951. Taking the three years 1950-52 together, the 
deficit would have been £1,031 millions, instead of the actual £377 millions. Hence there 
would probably have been a worse crisis, and it would have started earlier. 

2 Against this, the United Kingdom would have saved interest payments on that part 
of the sterling balances repaid by running down reserves, 
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crude) calculation is to worsen the balance of payments position. 

All this assumes the most favourable conditions for funding. If the 
I.M.F. could not be persuaded to take over the balances, and no similar 
arrangement proved possible, funding would inevitably reduce the liquidity 
of the R.S.A. countries. This would force them to cut their imports more 
severely from the United Kingdom when their balance of payments deterior- 
ated, and even in their good years, since they would certainly want to build 
up some liquid reserves of other currencies. This reduction in United King- 
dom exports would be accompanied by a reduction in net invisible earnings. 
The latter would fall through the loss in banking business,’ and also if a 
higher rate of interest had to be paid on the blocked balances than at present, 
when they are unblocked. The United Kingdom’s current balance might 
easily worsen, then, by £100 millions a year or more, depending on how 
severely the R.S.A. cut their imports from it. Its overall surplus would be 
reduced accordingly, and the conclusions in the preceding paragraph 
strengthened. 

If, instead of funding the R.S.A.’s balances, the United Kingdom sought 
to exchange some of them for its long-term overseas assets, it is not clear that 
the position would be any better. Indeed, it might be worse, since the 
United Kingdom might obtain a poor price for these assets if it attempted to 
sell them quickly. Even on the basis of a reasonable price, the yield on these 
assets is probably higher than would have to be paid on funded sterling 
balances. The United Kingdom’s net invisible earnings might therefore 
deteriorate by more than if it simply funded the balances. In addition, if it 
lost control of companies operating overseas its visible exports might suffer. 

Similar considerations apply to the proposals for funding or blocking the 
sterling balances of non-sterling countries, or exchanging them for the United 
Kingdom’s long-term investments in these countries. The effects on the 
United Kingdom’s balance of payments would probably be less adverse, 
however, than the effects of funding the R.S.A.’s balances, since the liquidity 
of the non-sterling countries would not be substantially reduced. 

The proposals to reduce the flow of capital from the United Kingdom 
abroad and to cut grants and overseas military expenditure may be taken 
together. The gross gain to the United Kingdom’s balance of payments 
under the second head on p. 231 might be £250 millions a year,” but the net 


1 Day (2) puts the possible loss here at £40 millions a year. The overseas invisible 
earnings of the City of London have been officially estimated to be about £125 million a 
year, but not all of these would be affected by the proposals. 

* Shonfield, op. cit., pp. 281-2. To the figure of £250 millions a year, Mr. Shonfield adds 
£60 millions a year obtained by postponing the payments of interest and amortisation on 
the United States and Canadian Loans, and £100 millions a year obtained by borrowing 
more from the United States, Germany and elsewhere. It seems unlikely that these sums 
could be realised. When the revision to the terms of the Financial Agreement governing 
the repayment of the United States Loan was made in 1957 the United Kingdom Govern- 
ment was given the right to postpone up to seven payments of interest and amortisation. 
One such payment was postponed at the end of 1957, and since the United Kingdom 
undertook not to avail itself of the major part of the potential deferments in the near future, 
it could not do as Mr. Shonfield suggests without failing in this undertaking. Whether it 
could hope to attract extra funds from abroad is also dubious, given that it might be 
attempting to block some sterling balances, that its political relations with the countries 


concerned might have deteriorated, and that it would be tightening exchange control on 
capital movements. 
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gain would certainly be less. Most of the cuts would inevitably fall on invest- 
ment or military expenditure in the R.S.A. where most of the money goes, 
and the resulting worsening in their balance of payments would compel 
them to respond by measures to reduce imports or increase exports, or by 
attempts to borrow more from elsewhere.! A large part of any cut in imports 
or increase in exports would be vis-a-vis the United Kingdom, since, as we 
have seen, a large part of their trade is with it. Their imports from the 
United Kingdom might fall proportionately more than their imports from 
other manufacturing countries if, as is often suggested, the provision of 
finance tends to stimulate demand for the lending country’s exports. Hence, 
the net gain to the United Kingdom’s balance of payments might be only, say, 
£175 millions a year.? 

All this, however, allows nothing for retaliation by the R.S.A., and they 
might well retaliate, as was suggested on p. 230. It would not be very surpris- 
ing if they removed the margins of preference they grant the United Kingdom, 
and this might reduce its exports by as much as £170 millions a year.3 In 
addition, they might impose tighter restrictions on payments of dividends 
and interest to the United Kingdom, and they might operate quotas so as to 
discriminate against it, rather than in its favour. The United Kingdom 
might reply by imposing the same duties on their exports to it as it already 
imposes on non-Commonwealth goods. It would save some imports in this 
way, mainly by greater food production at home. But to a large extent the 
result would be simply to switch imports to non-sterling countries, with 
little net saving on the balance of payments. Hence the United Kingdom’s 
balance of payments would very probably worsen as a result of the whole 
process. Furthermore, the ending of Imperial Preference would cause the 
loss of a bargaining counter which might otherwise be used in negotiations 
with the European Common Market. 

It seems very doubtful, therefore, whether the proposals really would 
strengthen the United Kingdom’s balance of payments under the first two 
heads mentioned on p.231. Even if they did, the improvement might be 
fairly small, and, moreover, there would be no improvement under the third 
head on p. 231. There would be nothing to offset an unfavourable trend in the 
United Kingdom’s balance of payments caused by, for example, a rapid 
rise in its price level or by stagnation in the rest of the world. These would 
still lead to balance of payments difficulties which would have to be met by 


1 It is assumed that they could not draw down their sterling balances, since the latter 
aici ——e cent of the R.S.A.’s imports come from and exports go to the United 
Kingdom (Table 1). If the reduction of £250 millions in United Kingdom investment, etc., 
were to lead to the R.S.A. cutting imports or increasing exports by £250 millions, and if the 
cuts and increases in the R.S.A.’s trade with the United Kingdom were in the same propor- 
tion as in their trade with other countries, the United Kingdom's current balance would be 
worsened by 30 per cent of £250 millions, or by £75 millions. Hence the net improvement 
in the United Kingdom’s balance of payments under the second head on p. 231 would be 
£250 millions minus £75 millions, or £175 millions. Reasons are given in the text which 
would both increase and reduce this figure. ; 

3 Sir Donald MacDougall and R, Hutt, op. cit., p. 256, 
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other measures. In none of the works cited does Mr. Day make proposals to 
counteract forces such as these which tend to weaken cumulatively the United 
Kingdom’s balance of payments, despite his expectation that its prices will 
continue to rise faster than in the other main manufacturing countries.’ Mr. 
Shonfield puts forward a wages policy designed to prevent prices rising too 
fast. He thinks it should be easier to gain the co-operation of the trade 
unions if a policy of expansion were being pursued. If, however, prices 
did rise too fast, or if for any other reason (e.g. speculation) the pressure on 
the reserves became too great, he would prefer devaluation to deflation as a 
remedy.? These matters are further discussed below. 

If the measures proposed would not promote the growth of output in the 
United Kingdom by strengthening its balance of payments, would they 
promote it by releasing resources which could be used to increase the rate of 
investment here? They undoubtedly might release resources, perhaps of the 
order of £250 millions a year, which could be switched to producing invest- 
ment goods. It is perhaps worth pointing out that in so far as the cuts in 
investment abroad, etc., improved the United Kingdom’s balance of pay- 
ments (7.e. were used to increase the United Kingdom’s net short-term invest- 
ment abroad) they would not directly release resources for increasing domestic 
investment. The figure of {250 millions assumes that there is no balance of 
payments improvement, and so is a maximum for the amount of resources 
directly released for domestic investment. {£250 millions is about 11 per cent 
of net national savings and 15 per cent of net fixed investment in the United 
Kingdom. From 1950 to 1957 net fixed investment rose by 7 per cent a year 
in real terms. Hence the extra investment would not be very large in relation 
either to savings or investment. It might be much easier to release the same 
volume of resources by cutting consumers’ expenditure or government 
expenditure at home. Indeed, in a year in which the Chancellor of the 
Exchequer has made tax concessions worth over £350 millions a year, and in 
which it has been estimated that the ‘slack’ in the economy at the start of 
the year was sufficient to allow production to increase by £1,500 to £2,000 
millions in two years, it seems particularly inappropriate to cut expenditure 
overseas merely to release further resources for the home market. 

Nevertheless, it remains true that something like £250 millions a year 
more investment, over and above what would otherwise be possible, could be 
obtained. For the slack in the economy could be taken up, and consumers’ 
and government expenditure could be cut, and all these resources could be 
devoted to investment at home, and then, on top of that, the measures 
proposed could secure a further £250 millions a year of resources for invest- 
ment. Would this be desirable? The principal argument put forward by Mr. 
Shonfield is that the addition to the national product of, say, £100 of extra 
investment at home is of the order of £33 a year, whereas the same {£100 
invested abroad adds perhaps {10 to the national product.4 There is, there- 


? Day (1) p. 825. 2 Shonfield, op. cit., pp. 290-94. 
8 National Institute Economic Review, March, 1959, 
4 Shonfield, op. cit., p. 112, 
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fore, a net gain to the national product of something like £23 a year for each 
£100 of investment abroad converted into investment at home. 

If these estimates are accepted, converting £250 millions of overseas 
investment to investment at home would add about {£60 millions (or 0.3 
per cent per annum) to the growth of the national product. Since some of the 
£250 millions comes from the cuts in overseas military expenditure, whose 
direct financial yield is zero, the net addition would be greater. Even granted 
this, it is not certain that the political and economic disruption caused by the 
cuts would be worthwhile. As regards the cuts in overseas military expendi- 
ture, exactly the same argument could be applied to cuts in any expenditure 
on defence, and yet it is considered worthwhile to continue spending something 
on defence. As regards overseas investment, the yield to the overseas coun- 
tries is presumably, on Shonfield’s argument, of the order of £23 a year for 
each {100 invested. Hence what the United Kingdom gains they lose, and 
some might think that this reduces the case for making the switch. 

In fact, however, Shonfield’s estimates are of doubtful value. He takes a 
figure of £33 a year for the marginal product of £100 of capital investment 
at home on the assumption that the marginal product of capital equals its 
average product.! It is usually assumed that the marginal product of a 
factor of production is less than its average product. One might expect that, 
for example, an extra {100 of capital without any more labour would add 
less to output than the existing average output per {100 of capital, since the 
latter is produced with the help of some labour. Mr. Shonfield argues, 
however, that the extra {100 of capital is likely to be of better quality than 
the capital already installed. This may offset the lack of extra labour, and 
so the marginal product may equal the average product. This may be true, 
but it still seems plausible to believe that, as the rate of investment is increased, 
so its marginal product declines. The first {100 invested in any year may 
have a marginal product considerably in excess of the average product of 
existing capital, since it may make it possible to take advantage of some new 
technique. As more investment is undertaken, the new techniques exploited 
become less and less profitable,? and so the marginal product of the last {100 
invested in any year might be greater or less than the average product of 
existing capital, depending on how much investment was being undertaken. 

On the usual assumptions of perfect competition, and neglecting for the 
moment any taxation and any effects on the terms of trade, all factors of 
production including capital are paid the values of their marginal products. 
On these assumptions capital, whether invested at home or abroad, would 
get paid the value of the addition to production caused by using a marginal 


1 Shonfield, op. cit., p. 46. 4 ; f 
2Tt must eeeeeta beied that we are assuming an increase in the rate of investment in 


some particular year, hence no more time is available to develop better techniques. Shon- 
field (op. cit., pp. 46-48) appears to argue that because, over some period of time, output 
has increased proportionately faster than the labour or capital required to produce it, there 
is no evidence of diminishing marginal productivity of capital, but indeed the reverse. It 
should be clear from what has been said that the facts adduced by Mr. Shonfield are not at 
all inconsistent with diminishing marginal productivity of capital. 
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increment of it. Hence what might be called the marginal private product 
and the marginal national product of a given investment would be equal. One 
sometimes hears the argument that investment at home must benefit a 
country more than investment abroad because investment at home increases 
labour productivity and wages at home, and this gain accrues to the country, 
whereas investment abroad increases labour productivity and wages abroad, 
and this gain accrues to other countries. Given the assumptions just stated, 
this argument is fallacious. The whole of the marginal increment in output 
caused by a marginal increment in investment is paid to the investor, and 
hence, whether the investment is at home or abroad, it accrues to a resident 
of the country supplying the capital. In these circumstances private investors 
would equalise the yields on similar investments at home and abroad, the 
marginal national products of these investments would be the same, and 
there would be no gain from making a small reduction in overseas investment 
and a corresponding increase in home investment. There would also be a 
loss to the national product in making a large switch of this kind, given the 
diminishing marginal productivity of capital. 

Some further explanations and qualifications must now be given. In the 
first place, the fact that overseas investment may often be riskier than home 
investment does not necessarily upset the argument. So long as private 
investors correctly gauge the extra risk it will be reflected in a higher yield on 
overseas investment, and the marginal national products of overseas and home 
investment will still on average, or over a period of time, be equal. 

Secondly, it might be thought that the existence of unemployment would 
destroy the argument, since then the output of the extra labour employed 
as a result of home investment would represent a gain to the nation which 
would not accrue to the private investor, and so the marginal private product 
of home investment would be less than its marginal national product. The 
existence of unemployment, however, provides an argument for increasing 
home investment but not one for simultaneously cutting overseas investment. 
The latter is only necessary when there is full employment, and the extra 
resources for home investment have to be found by cutting some other form 
of expenditure (in this case, overseas investment). 

Thirdly, since tax is paid on the income earned from investments, and 
since the tax paid to overseas governments does not contribute to the national 
product of the country supplying the funds whereas the tax paid to the home 
country’s government does, it might appear that for this reason the marginal 
national product of investment at home must exceed that of investment 
abroad. This may usually be so, but it is not necessarily so. Since the tax 
concessions were made to overseas trading corporations in 1957 (see p. 217) no 
United Kingdom tax has been payable on income from overseas investment 
retained overseas by overseas trading corporations. In this case the marginal 
national product on home investment is higher than that on overseas invest- 
ment by the full extent of the United Kingdom tax, which is a substantial 
difference, Where the income is remitted, and where the overseas rate of 
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tax is lower than the United Kingdom rate, under a common form of double 
taxation agreement, the private investor sometimes pays to the United 
Kingdom Government roughly speaking the difference between the overseas 
rate and the United Kingdom rate. In this case the gap between the marginal 
national product on home and overseas investment is equal to the overseas 
rate of tax, which may be fairly small. There are other possibilities, which 
must be ignored in this brief discussion.1 

Cutting overseas investment may worsen the United Kingdom’s terms of 
trade.” Any measure which weakens the balance of payments will generally 
tend to worsen the terms of trade, for the weakening may have to be offset 
by lowering domestic prices relatively to foreign prices.2 It must be remem- 
bered that we are only concerned here with cuts in overseas investment which 
directly release resources for use in the United Kingdom, and which therefore 
do not strengthen the balance of payments and so improve the terms of 
trade in the short-run. There is, however, a subsequent weakening in the 
balance of payments, and a consequent deterioration in the terms of trade 
due to the loss of income from the investments in subsequent years. This 
should be taken into account in estimating the marginal national product of 
investment abroad. The effect might be appreciable, and of the same order 
of magnitude as the differences due to taxation described in the previous 
paragraph—but in the opposite direction. There are other effects on the 
terms of trade to consider. If the investments which were cut would have 
stimulated a cheaper and steadier supply of the goods typically imported by 
the United Kingdom, or if they would have stimulated the demand for its 
exports (e.g. for spare parts), the cuts would to that extent worsen its terms 
of trade. On the other hand, if they would have stimulated the supply of 
goods typically exported by the United Kingdom, the cuts would to that 
extent improve its terms of trade. A similar effect would follow if the invest- 
ments which were cut would have reduced the profitability of existing 
overseas branches and subsidiaries of United Kingdom firms by competition 
with them, but the reverse might also happen (z.e. the new investments 
might be complementary to rather than competitive with the old ones). 

Allowing for the existence of imperfect competition in the real world 
makes the above conclusions more uncertain, but it is not clear that it 


1 There is generally an upper limit to the relief from United Kingdom tax which can be 
claimed on income from overseas investments. The existence of this limit tends to reduce 
the gap between the marginal national product of home and overseas investment, and the 
latter may exceed the former if no relief at all is granted (e.g. where there is no double- 
taxation agreement). If F is the rate of tax levied by the foreign government, H that levied 
by the home government (before double tax relief) and R the rate of double tax relief, 
then it can be shown that, under the assumptions stated above, the marginal national 

product of home investment exceeds that of foreign investment only if R > FH. 
: 2 See Sir Donald MacDougall, The World Dollay Problem, London, 1957, pp. 270 to 275 
- and Appendix XIIF for a discussion of the effects of United States investment abroad 
on its terms of trade and other related matters. Much of this discussion can be applied, 
mutatis mutandis, to the case considered in the text. 

3 If the weakening in the balance of payments were offset by other measures (e.g. 
deflation, or import restrictions) there would be losses which might be as great or greater 
- than those due to a worsening of the terms of trade if price adjustments were used, 
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strengthens or weakens the case for cutting overseas investment. According 
to the theories of imperfect competition developed in the 1930’s, factors of 
production are paid less than the values of their marginal national products. 
This would seem to strengthen the case for cutting overseas investment, since 
the marginal national product of home investment would then exceed its 
marginal private product, whereas the marginal national product of overseas 
investment would still only equal its marginal private product (ignoring 
taxation and effects on the terms of trade). However, according to the same 
theories, ‘ entrepreneurship ’. gets paid more than the value of its marginal 
national product. If the yield on an investment is regarded as at least partly 
a reward for ‘ entrepreneurship ’, it is not at all clear what conclusions one 
should draw from applying the theories of the 1930’s. Furthermore, it is 
uncertain whether these theories generally fit the facts. If firms follow some 
sort of ‘ full cost’ pricing policy they may produce larger outputs than those 
which would maximise their profits.1 Hence they may push their employment 
of capital up to, or even beyond, the point at which its marginal national 
product equals the yield to them. Finally, restrictions on entry and imperfect 
knowledge may lead to the private yields on similar investments at home and 
abroad diverging in either direction, so that the equality assumed in the 
preceding paragraphs no longer pertains. 

The above discussion is inconclusive. There seems to be no strong pre- 
sumption that there would be any substantial gain to the national product 
from switching resources from overseas to home investment, especially if it 
is a large cut in overseas investment which is being contemplated (for then 
we must cut the higher yielding intra-marginal investments) and if home 
investment has already been boosted above current levels by tax remissions 
or easier credit (for then its marginal national productivity will have fallen 
below current levels). 


* The Club’ 


Instead of ‘ breaking up the Sterling Area’, some? have suggested we 
should try to make it of more consequence by greater discrimination between 
members and non-members. It should be made into a ‘ club ’ which would be 
worth belonging to. Several different ways of doing this have been proposed, 
and there are also different views as to who should belong to the ‘ club ’. 
Some would like to include the countries of Western Europe, others are, on the 
whole, opposed to this. Some of the proposals are designed mainly to provide 


t See P. J. D. Wiles, Price, Cost and Output, Oxford, 1956, p. 273 
* The main references are to the Rt. Hon. L. S. Amery, P.C.,C.H., A Balanced Economy 
London, 1954. T. Balogh (1) ‘ The International Aspects of Full Employment ’, Part V of 
The Economics of Full Employment’, Oxford University Institute of Statistics; Oxford 
1944; (2) ‘American Trends and British Policy’, The Banker, Dec. 1953; (3) ‘ Macmillan’s 
Misery Market ’, The New Statesman and Nation, December 1st, 1956; (4) ‘ Liberalisation or 
Constructive Organisation, or: The Hair of the Dog that Bit’ Oxford University Institute 
of Statistics BuLtetin, Vol. 19, 1957, pp. 39-49; (5) ‘ Britain and the Dependent Common- 
wealth , in New Fabian Colonial Essays, ed. A. Creech Jones, London, 1959. J. R. Sargent 
What Sean. een aie The eae caper 2nd, 1958. ‘The Strasbourg Plan ; 
Secretaria -General Council of Europe, Strasbourg, 1952 (this plan } 
alia, Mr. Amery, Lord Boothby, and Lond Laytact) settee aan eae 
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a way of meeting crises in the Sterling Area’s balance of payments without 
resort to deflation or devaluation (e.g. Mr. Sargent). Others are meant to 
deal with a long-term dollar problem (e.g. The Strasbourg Plan) or are con- 
ceived of as a means of fostering economic development in non-dollar coun- 
tries and so of redressing the balance of economic power between the Dollar 
Area and the rest of the free world (e.g. Mr. Amery and Mr. Balogh). It can 
be claimed that the political cohesion and the pace of economic development 
of the Commonwealth, and possibly of Western Europe plus the Common- 
wealth, would be increased, that traders in member countries would have 
greater security, and that the impact of fluctuations in, say, the United States 
economy on the economies of member countries would be lessened both by 
the measures taken to deal with a crisis and, in the longer run, by the expan- 
sion of production and trade within the ‘ club’ and the lessening of depend- 
ence on non-members. 

Mr. Sargent proposes that sterling held outside the Sterling and Dollar 
Areas should no longer be convertible into dollars. The European Payments 
Union should be resurrected! and softened, so that a lower proportion of 
any surpluses or deficits would be settled in dollars. Hence convertibility 
through the E.P.U. would also be made more difficult. The non-dollar non- 
sterling countries would still be able to transfer sterling freely between each 
other, and to use it for settlement with the Sterling Area, hence it would still 
be a useful currency to hold, but the restrictions on its convertibility into 
dollars would enhance the value of being a full member of the ‘ club ’, since 
for members no formal restrictions on Central Bank convertibility would be 
imposed. It is also proposed that in a Sterling Area balance of payments 
crisis all members, including the United Kingdom, would impose quantitative 
import restrictions discriminating in each other’s favour. To a large extent 
this represents a return to the position in 1950-53, but in addition Mr. 
Sargent proposes a closer association of the members of the ‘ club’ in the 
management of the central reserves, though exactly how this is to be achieved 
is not stated. 

Mr. Balogh has for a long time advocated that countries whose govern- 
ments followed a policy of maintaining full employment should be prepared 
to discriminate in each other’s favour by means of quantitative import 
restrictions in the event of a slump in some other country (e.g. the United 
States)?. He has also advocated governmental purchases of and long-term 
contracts for primary products exported by members of the ‘club’ as a means 
of stabilising their incomes and stimulating supplies from them. An altern- 
ative method, if governmental purchase is considered to be politically unsatis- 
factory, is the operation of buffer stocks.? Investment by the United-Kingdom 
in the R.S.A. and grants to the poorer members should be substantially 
increased over a period of years. The investment must be controlled so as to 


1 Mr. Sargent’s proposals were made before the E.P.U. had been wound up and sterling 
made convertible de jure. 

2 See Balogh (1) pp., 165-178. 

3 See Balogh (2) 
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avoid speculative outflows and so as to encourage investment which expands 
or cheapens the production of primary products imported by the United 
Kingdom, or saves dollar imports for the Sterling Area as a whole, or raises 
the standard of living in the borrowing country in sucha way as will also 
benefit the United Kingdom, or stimulates the demand for British exports. 
To be able to finance a large increase in overseas investment the United 
Kingdom must pursue policies which increase its own output and rate of 
economic growth. ‘These policies will entail sacrificing some immediate 
potential increase in consumption in order to increase domestic and overseas 
investment. In return for this sacrifice, and to make it politically acceptable, 
the R.S.A. must discriminate in the United Kingdom’s favour. To carry 
out this policy, closer and more formal consultation on economic affairs must 
be developed by the members of the Sterling Area.* 

Mr. Amery made proposals which were similar in some respects, but 
on the whole he preferred preferential tariffs as a means of inducing dis- 
crimination by the members of the ‘ club’ in each other’s favour. He also 
proposed that emigration from the United Kingdom to Commonwealth 
countries needing such immigrants should be more heavily subsidised, that 
shipping air travel and communications in general should be encouraged by 
subsidies or discriminatory regulations (similar to the Navigation Acts), 
and that the United Kingdom should be prepared to supply capital for 
development in member countries overseas. This capital might be tied to 
purchases of United Kingdom exports.” 

The membership of the ‘club’ proposed in the Strasbourg Plan was 
Western Europe plus the Commonwealth. It was proposed that trade 
between these countries should be expanded by the removal of quota restric- 
tions and by reciprocal reductions of tariffs (though not necessarily their 
removal). The United Kingdom would, for example, reduce its tariffs on 
imports from Western Europe, but they might remain higher than those on 
imports from the Commonwealth. Discrimination by these ‘secon 
preferences ’ might be made acceptable to the signatories of the G.A.T.T. 
by what is known as the ‘ pluralistic clause’, that is that any other country 
would be allowed to obtain the benefit of these preferences provided it was 
prepared to make concessions of equal value. Hence the United States could 
join the ‘club’ if it was prepared to pay the ‘ subscription’. Besides this 
stimulus to trade, supplies of various primary products produced in member 
countries should be stimulated by long-term contracts specifying both 
prices and quantities. Investment in the overseas territories of member 
countries should be promoted by a special bank set up for this purpose, 
which should draw some of its funds from member countries without such 
territories (e.g. Germany). These countries would then share in the burden 
of financing ‘ non-productive ’ investment in hospitals, roads, education, etc. 
There were other proposals for co-operation in various ways, including the 
promotion of migration. Although the Strasbourg Plan was never adopted 


1 See Balogh (5), section V. ; * See Amery, op. cit., Chap. III. 
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by the countries concerned, recent proposals for associating the Common- 
wealth with the European Common Market are similar in some respects. 

The first question one must ask about these various schemes is, are they 
negotiable? Mr. Sargent believes that the R.S.A. will be prepared to dis- 
criminate in the United Kingdom’s favour during a crisis, and to cut their 
imports from non-sterling countries sufficiently severely, because they realise 
that the alternatives are deflation in the United Kingdom or devaluation. 
Deflation would reduce their export incomes, would worsen their terms of 
trade, and would probably make it dearer and more difficult for them to 
borrow capital, since the United Kingdom would probably restrict credit. 
Devaluation would involve a capital loss on their sterling balances, and 
probably a worsening of their terms of trade. If the United Kingdom dis- 
criminated in their favour it would possibly have to pay higher prices for 
their exports than for similar commodities produced elsewhere, which would 
tend to improve their terms of trade. Against these advantages the R.S.A. 
would have to weigh the disadvantages. There would be the loss of their 
freedom to buy in the cheapest market. Some R.S.A. countries might find 
great difficulties in confining the import cuts to imports from non-sterling 
countries, since such a large proportion of their imports (and especially their 
imports of ‘inessentials’) comes from the United Kingdom. Australia’s 
import cuts in 1952 are an example. Discrimination might lead to a reduction 
in trade between the Sterling Area and the rest of the world, both because the 
less the Sterling Area imported from the rest of the world, the less could they 
afford to import from the Sterling Area, and also because of possible retali- 
ation by the non-sterling countries. The R.S.A. might feel reluctant to 
reduce their share in the markets of Western Europe and North America in 
return for an increase in their share in the more slowly expanding market of 
the United Kingdom. They might also be afraid of a reduction in the flow of 
capital from the non-sterling countries to them, and this flow has recently 
been increasing. On the other hand, in so far as the ‘ club” was regarded 
solely as a means for securing temporary discrimination by the members in 
each other’s favour during a crisis, the restrictions on imports from non- 
members being relaxed as soon as the crisis was over (this being Mr. Sargent’s 
proposal), the weight of these disadvantages is reduced. Also, if the more 
permanent ‘ club ’ did succeed in substantially increasing the rate of economic 
growth of the member countries, the markets of non-member countries 
would look less attractive. 

The proposal to resurrect E.P.U. and to make it ‘ softer ’ might not prove 
acceptable to the other countries of Western Europe, and in particular to. 
Germany or Belgium, who were persistent creditors in the old Union. In 
order to induce them to accept it, the United Kingdom might at least have 
to offer them membership of the ‘club’, and even that might prove un- 


11t was about £270 millions in 1958 compared with an average of £130 millions in the 
years 1953-57 (these figures include R.S.A. gold sales to non-sterling countries, see Cmnd. 
700, p. 18). The net outflow of long term capital from the United Kingdom to the R.S.A. in 


1958 was £230 millions, 
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acceptable. It might be regarded as no improvement on the status quo, for 
they have at present no commitment to provide automatic credits (as in 
E.P.U.) and their exports are virtually free of United Kingdom quota restric- 
tions and are subject to little quota discrimination by the R.S.A. Their 
sterling balances are also convertible into dollars, whereas under Mr. Sargent’s 
scheme they would not be. To make the ‘club’ attractive, therefore, the 
alternative to joining it might have to be made worse than the status quo; and 
the threat of this might be countered by the threat of retaliation. 

Somewhat similar considerations apply to the other proposals to dis- 
criminate in various ways in favour of the R.S.A. and against the rest of the 
world. Increased tariff preferences, for example, would stimulate intra- 
Sterling Area trade and tend to depress trade with non-sterling countries, 
and some R.S.A. countries might not like this. There would, again, be a risk 
of retaliation by non-sterling countries. Under the present terms of the 
G.A.T.T. increased tariff preferences are not allowed, so that if they were 
introduced other countries would demand some quid pro quo. If, following 
the Strasbourg Plan, the preferences were widened to include Western 
Europe and any other countries prepared to offer similar concessions, the 
dangers of retaliation would be reduced. The chief stumbling block to 
negotiating a scheme of this kind might be the reluctance of France to join, 
and her ability to prevent other members of the European Common Market 
from joining. The problem of a common external tariff and certificates of 
origin would recur, though in a milder form than in the Free Trade Area 
negotiations. It is also very doubtful whether Canada, though a member of 
the Commonwealth, would be prepared to join a ‘ club’ which discriminated 
against the United States. (If the United States, Canada and Western Europe 
were prepared to join, the ‘ club’ would effectively become ‘ one world’). 

Whether long-term contracts or other commodity schemes would be 
negotiable or not depends mainly on their particular terms. The R.S.A. 
might welcome them if the minimum prices offered were high, if the minimum 
quantities to which the prices applied were large, and if the quantities they 
were obliged to supply in times of shortage were small. The R.S.A. would 
also probably welcome offers of more loans, though here again the terms on 
which they were offered would be important. Tying them to purchases in 
the United Kingdom might not be considered too objectionable, as many 
loans can often be used in place of funds which would otherwise be spent in 
this country, and which could then be spent elsewhere (so that the tying is 
ineffective). ‘The United Kingdom has, however, already taken measures to 
lend more to the R.S.A. (see p. 217), so that unless still more generous lend- 
ing is proposed, no new concession to the R.S.A. is involved. 

One fact which must have reduced the general desire to discriminate 
on the lines proposed is the easing of the dollar shortage. Governments 
probably no longer feel that the development of non-dollar supplies is an 
urgent matter requiring their intervention. In the last few years Germany 
has been a persistent creditor and the United States a persistent debtor, 
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and the prima facie case for a ‘ club’ which would include Germany and not 
the United States has weakened.1 

Supposing that one or other of the ‘ clubs’ could be formed, would this 
be beneficial to the United Kingdom? Many of the advantages and dis- 
advantages have already been mentioned. On the credit side, as compared 
with the status quo, there is the lessening of the need to deflate or to devalue 
the pound in a crisis, the greater insulation of the club from external fluctua- 
tions and so the greater security of those engaged in trade between members. 
In the absence of retaliation, discrimination should improve the terms of 
trade of the ‘ club ’ vis-a-vis the rest of the world, though whether it would 
necessarily improve the terms of trade of the United Kingdom is doubtful, 
and would depend, inter alia, on the terms on which the various commodity 
schemes were negotiated. On the debit side there is the reduction in the 
freedom of choice of importers and a probable increase in the price of imports. 
If retaliation were serious, this increase might not be compensated by higher 
prices for exports and the terms of trade of the United Kingdom might 
worsen. Its share of trade with the fast expanding markets of North America 
and possibly Western Europe (depending on the membership of the ‘ club ’) 
would be reduced. Possible disadvantages which have not been mentioned 
are the failure of quantitative import restrictions to secure the necessary 
improvement of the balance of payments in a crisis, the need for rationing 
and price control of food and materials if the quantitative import restrictions 
required were severe, and various difficulties which beset the policy of 
inducing countries to discriminate in Britain’s favour by ending convertibility 
of their sterling. One such difficulty would be that any negotiations preceding 
such a scheme could lead to a flight from sterling into dollars unless the 
United Kingdom unilaterally suspended convertibility beforehand. Even 
then it would be difficult to prevent conversion of pounds into dollars without 
the full co-operation of the exchange controls of other countries, and this 
might not be forthcoming. Commodity shunting and free sterling markets 
would reappear, and, if they were widespread, and if the pound was allowed 
to slip to a heavy discount on the dollar, the United Kingdom would have, in 
effect, a floating and depreciated exchange rate for a substantial part of its 
external transactions. In short, it might be difficult to return to the position 
in 1950-53 because the co-operation of other countries in the operation of the 
necessary controls might not be forthcoming, or at best could only be secured 
after negotiations during which the United Kingdom might lose reserves. — 

The weight one attaches to the advantages as compared with the dis- 
advantages depends largely on one’s views about the future of the dollar 
problem. The advantages will weigh more heavily if one believes that there 
is a strong probability that the United States will develop balance of pay- 
ments surpluses which will drain the foreign exchange reserves of the rest 
of the world in default of counter-measures, and that there will be fluctuations 


1 Mr. Balogh is perhaps consistent in this respect in opposing (unless many safeguards 
are tavtrodiced) the Free Trade Area proposals. See Balogh (3) and (4). 
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in United States economic activity which will have important disruptive 
effects on the rest of the world’s economy unless, again, counter-measures 
are taken. One must also believe that exchange-rate adjustments and the 
use of foreign exchange reserves and short-term lending will be insufficient 
counter-measures, so that an important place remains for either the temporary 
or permanent measures of discrimination already described.* 

On the other hand, the disadvantages will seem weightier if one believes 
that the United States has no chronic tendency to develop a balance of 
payments surplus, that the effects of fluctuations in her economy on the rest 
of the world are not very serious, or that even if the United States has the 
tendency mentioned, and even if the fluctuations might have serious effects, 
adequate counter-measures could be taken without resorting to discrimin- 
ation of the kind discussed above. 

Two final points may be made. First, it is true that the larger the ‘ club’, 
the smaller the losses through restriction of trade with non-members.” But 
it is also true that the larger the club the smaller the protection from the 
effects of fluctuations in economic activity or from the pressures exerted by 
persistent creditors. Thus a club which included Germany might gain on 
the first head and lose on the second. The ideal membership is thus hard to 
define and depends greatly on the economic policies different countries 
pursue, and these may change from time to time. Second, the formation of a 
‘club ’ would not solve the balance of payments problems which would arise 
for the United Kingdom if her prices rose too fast or if output in the rest of 
the world stagnated.® 


One world with flexible exchange rates 

It is the present policy of the United Kingdom Government to work 
towards a multilateral trading system and to reduce the barriers to trade. It 
also aims to secure full employment and economic progress. While many 
agree about the desirability of these aims, fewer believe that they can, in 
practice, be reconciled. The principal change in existing arrangements to 
effect such a reconciliation advocated by Professor Meade* and some others® 
is the adoption of a flexible exchange rate in place of the present rate which is 
pegged to the dollar. ‘The other measures advocated by this school of thought 


1 These views gain powerful support from Sir Donald MacDougall’s World D. 
Problem, London, 1957. inl eae ey or ollay 


2 See Balogh (1), pp. 170-172. 

* If the formation of a ‘ club ’ succeeded in speeding up the rate of growth of output and 
productivity in the United Kingdom and the R.S.A. this might tend to Bais 
the United Kingdom’s balance of payments (the third head on page 231). However, this is 
uncertain, since the more rapid growth would stimulate the United Kingdom’s demand for 
imports, and this might outweigh its other beneficial effects on the balance of payments. 


a net beneficial effect, if any, might also be inadequate to offset other adverse trend 
actors. 


“ See (1) ‘ The Case for Variable Exchange Rates ’, The Three Banks Review, Septembe. 
1955, pp. 3-27; and (2) ‘Bretton Woods, G.A.T.T. and the Balance of P. ork ‘d 
Round’? Three Banks Review, Dec. 1952, pp. 3-22. ‘i a a 

5 E.g. W. M. Scammell ‘ What Sort of Exchange Rates?’ Westminster Bank Review, 


en oe pp. 1-4. The present writer must also own to a bias in favour of this school of 
ought. 
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(negotiations to reduce tariffs and other restrictions on trade on a reciprocal 
basis, increases in international liquidity, etc.), are for the most part already 
the policy of the United Kingdom Government, but some which are not are 
mentioned below. Let us start by considering the exchange rate proposals. 

It is not proposed to let the exchange rate be completely freely determined 
by market forces, without any intervention by the Exchange Equalisation 
Account. The dangers of doing so are the large fluctuations which might 
“occur, and the possibility of a cumulative downward movement. In the short 
run the current balance of payments is unlikely to be much improved, and 
might be worsened, by depreciation. Consequently, a downward movement 
of the rate could only be stopped by capital movements. But speculators 
might force the rate down a long way before they were satisfied that it was 
unlikely to fall further. The downward movement would be cumulative if 
the consequent large rise in import prices led to a large rise in internal costs 
and prices, thus encouraging speculators to withdraw more funds and force 
the rate lower still. Past experience of freely fluctuating rates suggests that 
these are very real dangers.1 

To avoid them, the Exchange Equalisation Account must intervene in the 
foreign exchange market. Professor Meade favours a minimum of inter- 
vention, and hopes for a considerable body of informed private speculation 
which would keep the rate reasonably steady.2, Mr. Scammell would like 
intervention to offset seasonal and short-term speculative movements of a 
disequilibrating nature, and, furthermore, widely separated upper and lower 
limits beyond which the rate would never be permitted to move. Within 
these limits, however, he appears to envisage fairly substantial changes in the 
rate, in either direction, from year to year.? It seems to the present writer, at 
least as regards the immediate future, that Professor Meade is unduly 
optimistic,* and that while Mr. Scammell’s proposal might work satisfactorily, 
it could lead to a situation in which the rate was at the lower limit, and which 
would be similar to the present one.® 

The proposal which will be considered here is that changes in the exchange 
rate in any one year should be limited to something like 3 per cent, but that 
these changes could be cumulative, so that over a number of years a substan- 
tial appreciation or depreciation of the rate could occur. The authorities 
would have to intervene continually in the market (as at present) and they 
would need to have at least a medium-term policy about the rate, that is, 
they should decide how much the rate should be changed up or down, or 


1 See ‘ International Currency Experience’, League of Nations, 1944, ch. V. 

2 See Meade (1), pp. 21-23. * See Scammell, of. cit., p. 4. am 

4It is only fair to point out that Professor Meade requires several conditions to be 
fulfilled before a fluctuating rate is introduced (e.g. steps to freer trade and an increase in 
international liquidity: see Meade (2), pp. 20-22) and that he may be thinking of the situation 
after considerable experience of a successfully operated rate has been gained. : 

5Mr. Scammell would seek to avoid this situation by appropriate internal policy. It 
might nevertheless be possible to reach it despite the maintenance of a fair degree of slack 
in the economy, since the latter could be consistent with prices rising more rapidly here than 
abroad, or with stagnation abroad. Hence the ‘ appropriate internal policy might be one 
of causing heavy unemployment which it is the object of these proposals to avoid. 
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whether it should be left the same over the next year or two. Their decisions 
would, of course, need to be continually revised in the light of changing 
circumstances; but the rate would not be allowed to drop sharply in a crisis, 
nor to appreciate sharply in favourable circumstances. 

Two important advantages may be claimed for this arrangement, as 
compared with the status quo. First, it should be possible to secure and 
maintain on average the large current surplus which is the aim of present 
policy, and to do so with a smaller risk of having to slow down the growth of 
the United Kingdom economy, maintain a high level of unemployment, or 
impose import restrictions. Second, both the risk and severity of payments 
crises should be reduced, and it should generally prove possible to meet 
them out of the gold and dollar reserves or by borrowing from abroad and 
without having to cut internal demand or impose import restrictions as in 
past crises. 

Securing the first advantage depends on a correct manipulation of the 
rate, and on the ability of moderate changes in the rate to exert a substantial 
influence on the current balance of payments over periods of a few years. If 
moderate changes in the rate had little effect on the current balance, even 
after a few years, the policy would fail; but this is not thought to be the 
case, provided certain conditions are fulfilled. First, the Government must 
ensure by an appropriate fiscal and monetary policy that sufficient resources 
are released to support the surplus. This should not prove too difficult.1 
Second, international trade must be kept reasonably free from quota restric- 
tions, tied loans, etc., which tend to reduce the efficacy of exchange rate 
adjustments.? Third, internal prices would not have to rise, as a result of 
depreciation, by as much (or nearly as much) as the depreciation itself. If 
internal prices rose ‘under their own steam’, this would not affect the efficacy 
of depreciation. Indeed, it is one of the advantages claimed for the proposal 
that it provides a means of offsetting the effects of such a price rise on the 
balance of payments, a thing which none of the other proposals so far dis- 
cussed can do. But depreciation would fail if, in fact, it merely speeded up 
the rate of increase of internal prices. Some fear that it might do so. It is 
said, for instance, that the gains of the 1949 devaluation were soon wiped out 
by a rise in internal prices, This seems an example of the post hoc ergo 
propter hoc fallacy. ‘There were many other forces making for price increases 
at that time, and which caused prices to rise in countries which did not de- 
value their currencies.3 In any case, the 1949 devaluation was a large one 


1 The extra resources required would be a relatively small fraction of any of the relevant 
magnitudes, and the United Kingdom has, in fact, ‘ disabsorbed ’ considerably more than 
the average of £350 millions a year required in recent years. See the discussion on p. 234 and 
the estimates of the ‘ slack ’ in the British economy there given. ; 

* This point is made very forcefully by Professor Meade (Meade (1) pp. 8-9 and (2) p. 
13-15). It is not clear whether he thinks that exchange rate adjustments would only be 
sufficiently effective if barriers to trade were reduced further, or merely whether a reduction 
in Lei would help. Some barriers have, of course, been reduced since he wrote in 1952 
an ; 

‘ meee Sir Donald eee et “5 as p. 82, Diagram V which shows that average 
ourly earnings in manufacturing in the United Kingdom rose at about the i 
the United States from October 1049 to October 1953, : Seca 
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and it is possible that the same total devaluation spread over a number of 
years would have less impact on internal prices. It is also said that wage 
restraint is easier to maintain with fixed than with flexible exchange rates. 
“Under fixed rates the trade unions listen to the argument that the granting of 
immoderate wage demands will price their products out of world markets and 
their members out a job. But if the rate were free to move would they not 
claim that a wage increase could easily be offset by a depreciation of the 
pound?! This may be true, but if it is the reason probably is that with fixed 
rates the Government tolerates a higher level of unemployment than it 
would with flexible rates. For if the Government were to maintain the same 
level of unemployment under both exchange systems, there would seem to be 
no reason for the unions to think that any given wage increase would be more 
likely to lead to unemployment under fixed than under flexible rates. 

It is not claimed that exchange rate changes of up to about 3 per cent a 
year, possibly always in the same direction for a number of years, could in all 
circumstances secure and maintain an average surplus of some £350 millions 
a year in the United Kingdom’s current balance of payments. What is 
claimed is that in circumstances similar to those experienced in recent years, 
or not too greatly different from them, this could be done. A very rapid price 
inflation in the United Kingdom, or a prolonged and serious world depression, 
could not be handled in this way. Nevertheless, as compared with the 
status quo, it is claimed that the chances of success (z.e. of attaining the 
surplus without slowing down the growth of United Kingdom output, or 
imposing import restrictions) would. be very much better. 

If this proposition is accepted, it goes far to explain the second advantage 
claimed for the policy: that balance of payments crises would be less frequent 
and severe, and more easily overcome. Any given worsening in the United 
Kingdom’s current balance of payments, for instance, would be super- 
imposed on a more favourable average position, and hence the actual loss of 
reserves due to non-speculative factors would be smaller. The speculative 
outflow of capital should also be smaller since, for the reason just given, the 
speculators would have less cause for alarm. On top of that, the ratio of the 
United Kingdom’s reserves to short-term liabilities should gradually improve 
as a result of the large current surplus, and this also should reassure specu- 
lators. 

It is possible, all the same, that the authorities might misjudge the trend 
so that the United Kingdom would be landed with a large non-speculative 
deficit after a year or two of small surpluses. Even so, it is likely that the 
aggravation of this deficit by speculative movements would be less under the 
policy proposed than in the status quo. For with present arrangements there 
is always the chance of a large depreciation in a crisis, and no chance of an 
appreciation, and this is an attractive situation to speculators. Under the 
proposed arrangements speculators would see a line of retreat open to the 


1Sir Donald MacDougall, ‘ Flexible Exchange Rates’, Westminster Bank Review, 
August 1954, p. Z. 
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Government which is not available in the status quo, namely, a slow depre- 
ciation of the pound. They would, therefore, be less inclined to fear a large 
depreciation. 

But would not the prospect of a steady slow depreciation lead to just the 
same capital flight? This is unlikely. For one thing, speculators are mainly 
interested in the chance of quick capital gains—their horizon is limited. 
Secondly, if the depreciation is slow, relative interest rates in, say, London 
and New York are highly relevant, whereas they are almost irrelevant if a 
large depreciation is expected. For example, if a depreciation of the pound of 
3 per cent a year were confidently expected, there would still be no reason to 
take money out of London to New York so long as interest rates were, say, 
6 per cent a year in London compared with 3 per cent a year in New York.* 
Hence a capital flight could be avoided if a fairly substantial interest differ- 
ential in favour of London were maintained. This might conflict with internal 
policy requirements. It might, for example, unduly restrict home investment. 
There are ways of dealing with this difficulty, but in practice it is unlikely 
that it would prove serious. In the first place, the need for a large differential 
would only arise if a steady depreciation of the pound were confidently 
expected, and one would hope that such occasions would be rare. Secondly, 
the occasions might quite likely be those in which price inflation was pro- 
ceeding, to return to the arithmetical example given above, at, say, 3 per cent 
per annum in the United Kingdom, while there was no change in prices in the 
United States. But in such circumstances the real rate of interest in the 
United Kingdom would be not 6 per cent but 3 per cent per annum—.e. the 
same as in the United States—and adverse effects on home investment are 
less probable. 

It is possible that some of the countries in the Sterling Area which hold 
a large part of their foreign exchange reserves in the form of sterling would 
not want to continue to do so if the pound were no longer tied to the dollar, 
even if the rate of change in the exchange rate were limited to three per cent a 
year, and even if higher interest rates compensated for any actual depre- 
ciation of the pound. To meet their wishes, and to prevent the undesirable 
consequences of their attempting to convert their pounds into dollars, the 
United Kingdom might offer them a dollar guarantee. For administrative 
reasons this offer would probably have to be confined to official holders of 
sterling (central banks, currency boards, etc.), and it should be coupled 
with a promise to pay New York rather than London rates of interest. This 
would give the holders what was, to all intents and purposes, a dollar 
security. At the same time the lower interest payments would probably 
largely offset, for the United Kingdom, the extra costs of the dollar guarantee. 
The United Kingdom might, indeed, profit from such an exchange if the 
pound did not depreciate against the dollar. One would hope for this out- 
come, which might lead to such countries preferring, in the end, to hold 
sterling at London market rates, rather than having the dollar guarantee. 

This example ignores taxation, and the forward exchange market, inter alia, 
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To judge by recent crises, the United Kingdom would be unlikely to lose 
more than, say, £500 millions from the reserves in a future crisis under the 
arrangements proposed. It should be possible to meet this loss given the 
present reserves of {1,100 millions, a stand-by credit from the I.M.F. of 
£330 millions,‘ and other foreign securities held by the Government estimated 
at £300 millions,* which can be used as collateral for borrowing from Ameri- 
can or European banks. Even when one subtracts from the last item the 
Export-Import Bank Loan of £89 millions, the total is large. The need for 
sudden deflationary measures and import restrictions should,then, be avolded. 

Despite the arguments given in the preceding paragraphs, some may 
believe that the introduction of a flexible rate for the pound would lead 
to its depreciating more or less continuously, that speculation against the 
pound would be aggravated, and that there would be a very real danger of a 
runaway inflation and collapse of the currency. 

Three other kinds of objections to the proposals may be considered. 
There are doubts as to the ability of the measures proposed to secure a 
favourable balance of payments. The advantages of free multilateral trade 
may be questioned. Finally, there are numerous difficulties which may arise 
in introducing and negotiating the proposals. 

Whether foreign trade elasticities are large enough, even in the long- 
run, to allow a moderate change in the exchange rate to cause a substantial 
change in the current balance of payments is a very controversial question. 
Although a considerable amount of empirical research has been devoted to 
it, the results are still inconclusive. It is impossible to summarise the evidence 
here. One can only say that a reasonable man might well doubt the efficacy 
of exchange rate adjustments. The reasonable man, being consistent, would 
also have to doubt the relevance of internal price increases to balance of pay- 
ments difficulties. For if the demand for goods and the supply of factors of 
production are unresponsive to changes in relative prices, it does not much 
matter whether prices in this country rise relatively to prices abroad (indeed, 
this might actually improve the current balance of payments). Workers in 
export industries need not fear much employment if they are given large 
wage increases. Furthermore, tariff policy must affect mainly the distribution 
of income rather than the direction of demand or the employment of factors 
of production. These points are mentioned because the implications of a 
belief in low elasticities are not always realised. A different reason for 
doubting the efficacy of exchange rate adjustments is their effect on internal 
prices. This has already been discussed (p. 246). A final reason for scepticism 
is that the authorities in control of the rate would be faced with the very 
difficult task of forecasting the trend in the balance of payments, and of then 
deciding what changes in the rate were appropriate. If the changes they made 
were as often wrong as right, the balance of payments might fare no better 
than if no changes at all were made. 


1 This credit is only available until December 1959, but it is an indication of the United 
Kingdom's borrowing powers in the IM.F. 2See P.E.P., op. cit. 
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There is no need to elaborate the view that freer trade on a world-wide 
basis would, on balance, be disadvantageous since it would expose the Sterling 
Area to a greater extent to the effects of fluctuations in the United States 
economy and elsewhere. This was discussed in the preceding section. 

The difficulties of introducing and negotiating a system of flexible 
exchange rates could be formidable. A pointer to these is the experience of 
1955 when in supposedly secret discussion on the introduction of converti- 
bility with the other members of O.E.E.C. the United Kingdom is reported 
to have proposed a widening of the margins between which the pound would 
be allowed to fluctuate. The existing margin with the dollar was 0.7. per 
cent each way, and the United Kingdom is reported to have suggested 
widening this to 3 per cent each way. This led to talk of a possible devalua- 
tion of the pound, for other factors were weakening the balance of payments 
at that time, and probably caused a fair amount of speculation against the 
pound. In the same negotiations the other members of the O.E.E.C. are 
said to have been much concerned over the British desire to widen the 
margins. Presumably they feared competitive depreciation and dislocation 
and inconvenience to traders and investors. However unreasonable such 
fears may be? their existence may make it difficult to obtain the agreement of 
other countries to a flexible exchange system, even of the kind proposed 
here, in which the maximum possible depreciation in any year would be 
limited. If the scheme was introduced despite their objections they might 
retaliate in various ways. 

The attitude of the R.S.A. to the proposals would be especially important. 
They might not be satisfied with the dollar guarantee for their reserves, and 
they might fear that American, German and Swiss investors would be dis- 
couraged by the fluctuating rate so that they would lose an increasingly 
important source of finance for development. Professor Meade thinks it 
would be best for the R.S.A. countries to introduce flexible rates for their 
own currencies, and to abandon the link with sterling. He also thinks that 
the net result might be that the R.S.A. would reduce their holdings of sterling 
balances, which could strain the United Kingdom’s balance of payments. 
This is uncertain, and might, he says, be offset by increased balances held 
by private speculators and by a reduction in the United Kingdom’s own 
reserve requirements.* 

It is not only the exchange rate proposals which might prove hard to 
negotiate. Another argument against the ‘ one world’ approach is that it is 
an impracticable way of increasing free trade. Negotiations through the 


1 Sir Roy Harrod, ‘ Policy Against Inflation, London, 1958, pp. 175-178. 

2 Meade (1) p. 22. 

* Competitive depreciation may have occurred in the 1930’s but is less likely in post-war 
conditions of inflation and full employment. It might, however, be a real danger in the 
event of another world slump. The dislocations and inconveniences of the relatively small 
changes in the rate proposed here would not be so great, and in any case must be compared 
with those due to deflation or import restrictions which would otherwise be necessary. See 
Meade (1), pp. 15-18, 23-24, and Scammell, of. cit., pp. 2, 4. 

* Meade (1), pp. 24-27. 
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G.A.T.T. are cumbersome, and may have exhausted the possibilities of 
tariff reductions, given the attitude of the United States and the fears of 
Japanese (and other Asian) competition. If tariffs are to be reduced, perhaps 
the most hopeful way is by means of regional agreements. 


Conclusion 

Each of the three sets of proposals is open to objection. There are risks 
associated with them all, and doubts as to whether they would really achieve 
the aims of their sponsors. There are also risks in maintaining the status quo, 
but the forces of inertia tell in its favour, and there is always the chance that 
it will enable the United Kingdom to achieve a reasonably satisfactory 
compromise between the aims of exchange rate stability, full employment, 
economic growth, and fulfilment of its international responsibilities. Hence, 
some may conclude, we should not risk a radical alteration of existing Sterling 
Area arrangements. The wisest course of action is to improve the chance 
of successfully operating them by modifications of other policies. The United 
Kingdom must find ways of stopping internal prices rising too fast. Other 
countries must be exhorted to pursue full employment policies and maintain 
high rates of growth. International liquidity must be further increased. 

Those who want to radically change the status quo are not necessarily in 
disagreement with many of the United Kingdom Government’s objectives. 
Rather, they fear that all the objectives cannot be satisfactorily reconciled 
with each other, and that the other policies just mentioned will be ineffective. 
They are particularly afraid that the objectives which are most likely to be 
sacrificed if things should go wrong are full employment and economic 
growth. It is in the light of this judgment that they prefer the risks of a 
c e. 

ae review of the proposals has been mainly concerned with their 

advantages and disadvantages to the United Kingdom. The task of correcting 
this insular bias is left to the succeeding essays. 


Christ Church, 
Oxford. 
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AUSTRALIA! 
By R. I. Downtnc and J. O. N. PERKINS 


Australia’s attitude towards the sterling area and Commonwealth economic 
arrangements generally is naturally coloured by her current pre-occupation 
with economic growth, which it is hoped will bring higher living standards 
and greater strength in international relations. To equip the rising population 
and to exploit more fully the country’s economic potential requires a high 
rate of capital formation; and to pay for the country’s large and growing 
demand for imports requires a wider, more stable and favourable market for 
her exports. 

There is a general hope that most of the capital and migrants Australia 
needs for her growth will continue to come from Britain, and that a high 
proportion of her trade will continue to be with Britain and with other 
Commonwealth countries. However, the growing importance of capital from 
North America, of migrants from Continental Europe, and of trade with 
non-Commonwealth countries in Europe and Asia, makes it clear that 
Australia’s economic ties with Britain and the Commonwealth will be allowed 
to become relatively less important if such a course seems likely to facilitate 
economic development here. While well aware of the advantages derived 
from the sterling connection in the past, Australians are ready to reconsider 
it dispassionately and to ask whether its continuance in its old forms is on 
balance worthwhile; and to ask what forms it should take in a world in which 
most currencies have recently become much more freely convertible than 
they have been in the last two decades. 


The Present Position of Sterling 

It is essential for the maintenance of a high level of world trade that there 
should be a widely acceptable currency to supplement gold and dollars. Unless 
or until some more adequate form of international monetary arrangements 
are devised,? it is desirable that sterling should continue in this role. Britain 
will presumably continue to incur the risks and costs involved in being 
‘ banker ’ to the sterling area, however, only if on balance she feels it is of 
benefit to her to do so; but, equally, she should withdraw from this position 
only if there is a clear balance of advantage from her point of view from 
doing so. 


1 Our comments on Mr. Scott’s proposals reflect Australia’s viewpoint; but we believe 
that the proposals for which we argue (some but not all of them covered by Scott) would 
promote the interests of the sterling area as a whole, as well as that of Australia, by con- 
tributing towards the maintenance of a high and stable level of world trade. Throughout 
our comments the term ‘ we’ signifies the present writers; the term ‘Australia ’ or ‘Austra- 
lians ’ signifies what we believe to be the majority opinion of those Australians that have 
expressed views on the subject. We have been greatly helped in preparing the final draft of 
this paper, an earlier version of which was presented to Section G of the Australian and New 
Zealand Association for the Advancement of Science at its Perth meeting in August, 1959, 
by comments from Mr. B. A. Allan, Dr. D. Badger, Professor I. Bowen, Dr. W. M. Corden, 
Mr. G. O. Gutman, Professor P. H. Karmel and Sir Donald MacDougall. : 4 

2 On the lines, perhaps, of Professor Triffin’s suggestions in his two articles in the 
Banca Nazionale del Lavoro Quarterly Review, March and June, 1959. 
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In particular, we do not feel that Britain’s difficulties in simultaneously 
maintaining internal expansion, a level of domestic wage-costs consistent 
with full employment, a fixed exchange rate and an absence of quantitative 
import restrictions arise because Britain is banker to the sterling area. 
Every country faces this problem, though the penalties of failure are greater 
for a country whose currency is widely held internationally. However, the 
special-difficulties that this raises should be met by taking appropriate steps 
to discourage speculation against sterling, or to replace it by some no less 
effective international currency. The mere curtailment of Britain’s customary 
function of acting as a source of internationally acceptable currency would 
surely lead to a contraction of world trade that would damage Britain as 
much as any country. 


‘ Britain alone’ 

A major element in the Day-Shonfield proposals is the curtailment of the 
long-term flow of capital from Britain. The Australian view on such pro- 
posals will inevitably be coloured by the generally, but by no means univer- 
sally, accepted view here that Australia should maintain something like her 
present rate of overseas borrowing. For many years, overseas borrowing 
has been running at a rate equal to some 2 per cent of gross national product 
and, most recently, at 3 per cent. 

Australians, moreover, feel that they have some sort of ‘ right’ to this 
overseas assistance, since it is but marginal to what they believe is a consider- 
able effort on their own part to finance Australia’s development. The over- 
whelming majority of the resources needed for Australia’s current high rate 
of development are being found from domestic savings, which have been 
running at about 25 per cent of gross national product. A high level of 
investment combined with substantial technological advances have brought 
a continued rise in productivity of some 2} per cent a year!; in particular, 
productivity in even the traditional rural export industries has been revolu- 
tionised. In the case of wool, there have been scientific advances originating 
in Australia that should substantially add to the competitive power of woollen 
manufactures as against synthetics. This should eventually bring about a 
worthwhile improvement in Australia’s terms of trade as important as any 
likely rise in domestic productivity. 

In view of the great strains that have been imposed on the Australian 
economy by the high rate of growth of population (which over the past decade 
has been running at nearly 14 per cent from natural increase and about 
I per cent from immigration) and of capital formation, the substantial inflow 
of capital from overseas has been most welcome, especially as most of the 
direct investment coming to Australia in recent years has brought with it 
highly productive technical and managerial expertise. 

While Australian opinion is not unanimous in welcoming an unlimited 
inflow of overseas capital, there is on balance still a strong feeling, especially 


? There is no official Australian index of production. But available data 
rise in productivity for the country as a whole in recent years of about this patho pogerss a 
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among the present governments in power in Canberra and in the principal 
States, in favour of encouraging overseas investment in Australia. 

Having declared what we believe to be the Australian bias in matters 
connected with capital inflow, we would make certain points about the Day- 
Shonfield arguments for limiting capital outflow from Britain. They were 
considering the matter solely from Britain’s viéwpoint, but our intention is 
to give equal weight to the interests of both the lending and the borrowing 
country. We agree with Scott’s view that Day and Shonfield have inadequate 
grouuds for their argument that, although the prospective return on the over- 
seas investment may be high enough to make British investors want to send 
capital abroad, Britain may still in many cases gain more from domestic than 
from external investment. Scott surveys a number of arguments for and 
against this view. We would add the following against it. 

In the first place, the most persuasive reason adduced for thinking that 
Britain as a whole might benefit from rather less capital outflow than will 
occur naturally is that other countries may obtain the revenue from the tax- 
ation of the profits thereon. But these conditions arise primarily by reason of 
double-taxation agreements, and of the favourable treatment given to undis- 
tributed profits of ‘Overseas Trading Corporations’ under British tax 
legislation. If at some future time a British Government should become 
convinced that on balance either or both of these arrangements is causing too 
high a rate of capital outflow, the appropriate course would surely be to 
amend the legislation or the double-taxation agreements. (Perhaps on the 
other hand a borrowing country might, if necessary, persuade Britain to retain 
something like these arrangements by some form of compensation). These 
are no grounds for a general limitation on capital outflow from Britain. 

Secondly, it seems likely to us that British investors normally under- 
estimate the returns available to them, especially on direct investment, in 
other countries. On portfolio investment, which is however a small part of 
the total, there may on the other hand have been some tendency for British 
corporate investors, in particular, to diversify their portfolios by buying 
overseas securities even when a strict comparison of yields might not have 
led them to do so. If the returns on direct investment overseas are consis- 
tently under-estimated ,this is an offset to the alleged tendency for taxation 
provisions to encourage British investors to invest rather more abroad than is 
thought to be in Britain’s long-run interest. 

In particular, we believe that Shonfield’s argument that the return on 
overseas investment is below that obtainable within Britain is not applicable 
to the principal types of‘direct investment undertaken by British investors in 
Australia. In fact, high returns are likely to be earned in countries such as 
Australia, where not only is capital relatively scarce, but growth of population 
and income per head and the rate of technical progress and of incorporation 
of new ideas are rapid. Could Britain expect, from investment in her domestic 
motor industry, the return after tax of more than 30 per cent. per annum on 
shareholders’ funds (nearly 500 per cent. on original investment) being 
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regularly earned by General Motors from its Australian subsidiary, General 
Motors-Holden?! (Since most British motor companies in Australia are 
not Australian public companies, little information is available on their rates 
of profit. If British companies had been as efficient and enterprising as 
General Motors—and had been on the scene as early—there is no reason why 
their returns should not have been comparable. It is widely believed, however, 
that their returns are much smaller—if so, the fault presumably lies not with 
the British investment as such, but in part, at any rate, with its management.) 

An increasing number of Australians have been questioning whether 
Australia will eventually gain on balance from the large amounts of private 
overseas capital being invested here, though this capital inflow is still in 
general welcomed. For the same reasons that some Australians have doubts 
about it—namely, the future prospect of high profit remittances—Britain 
should presumably favour it. But there is no reason why, in general, and in 
many or most cases, the investment should not be of net benefit to both 
countries. 

Moreover, if Britain were to persuade herself that a curtailment of her 
overseas lending would benefit her economically, she would presumably still 
take into account the possible repercussions of such a change of policy upon 
other Commonwealth countries. The general view in Australia of such a 
change of policy would certainly be one of disappointment and might, in 
our opinion, perhaps even lead to some sort of retaliation—possibly through a 
re-negotiation of preferences accorded to Britain and a demand for their 
reduction or abolition. It seems unlikely on the whole that Australia would 
restrict or suspend remittance of earnings on British investments here. 
Australia does not impose limitations on remittance of profits or repatriation 
of capital.? To impose them on British investments would inevitably reduce 
our credit-worthiness in other countries from which Australia hopes to 
attract continued capital inflow. 

Those Australians who would welcome some reduction of overseas 
investment here would presumably seek to curtail the very (profitable) 
examples of such lending that the United Kingdom should be most anxious 
to continue. 

We would readily agree with the critics of the international capital 
movements in question that particular investments may work, on balance, 
against the long-run interests of either the borrower or the lender—though it 
seems likely that in the majority of cases both will benefit. The question for 
policy, however, is whether the government of either of them could identify 
the particular flows of capital that are likely to work against its country’s 
interests; and whether, if it did, it could prevent them without also preventing 
other investments that would be of at least as much benefit to its own country. 
On balance, there seems good reason for both countries to leave private 
capital its present freedom. 


1See E. T. Penrose, ‘ Foreign Investment and the Growth of the Firm,’ Economic 
Journal, June 1956. 


* The right is reserved to restrict the latter in quite exceptional cases. 
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A second aspect of the Day-Shonfield proposals upon which Australia 
would hold strong views is the proposal in some way to reduce, fund or block 
the sterling balances. Australia regards her sterling as a necessary working 
balance and as a reserve that is available primarily to meet any unforeseen 
fall in her external receipts (as a result of drought, low world demand for 
her exports, or a fall in capital inflow). Australians regard these balances 
as having been built up in the past by their wise restraint in not using all their 
external receipts as soon as they became available. At about {A500 to {A600 
million they are felt to be at about the right level. 

Australia would certainly not view with favour any attempt by Britain 
to limit the size or the liquidity of these balances, even in the form of an 
exchange of some liquid reserves for United Kingdom investors’ shares in 
Australian companies. 

Indeed, we believe that so far from there being an adequate case for 
reducing the sterling balances, there is from the viewpoint of the sterling 
area as a whole a strong argument for the introduction of arrangements 
whereby the ‘ banker ’, Britain, would sometimes act as a banker and provide 
overdrafts to her customers. This would contrast with the present situation 
in which Britain provides capital almost exclusively on long-term (a curious 
contradiction of the traditional British concept of banking), while short-term 
loans are continuously extended to her by her customers. 

The relatively high level at which Australia (and other outer sterling area 
countries) feel it necessary to maintain their sterling balances is, of course, 
due in part to Britain’s refusal—made explicit in Scott’s article, and confirmed 
by the experience of both Australia and New Zealand in the 1930’s—to make 
overdrafts available to her customers in times when their need for them is 
acute, despite her claim to be the ‘ banker of the sterling area’; indeed, they 
are expected ‘if they require short-term funds, to seek elsewhere’! (a sugges- 
tion that, surely, no real banker would normally make to an established and 
valued customer). By contrast, Britain can always count on her customers to 
extend overdrafts to her, at least for a limited period, as they are willing to 
allow their sterling balances to rise temporarily if Britain should suffer a 
worsening of her balance with them. 

We believe that there have during the past decade or so been some grounds 
for forbearance on the part of outer sterling area countries from raising, or at 
least from pressing, this issue. Immediately after the war many of them had 
gained liquid reserves at Britain’s expense on a scale that was certainly out of 
all proportion to their own efforts.2_ In more recent years, India’s war-time 
accumulation of sterling has been drawn upon to finance her economic 
development, for which purpose Britain might reasonably have been expected 
to provide some part of the finance in another form if those sterling balances 

: Paar aad Mee genea thbas post-war gifts to Britain, which may or may not be 


considered as an adequate re-allocation of the financial burden of fighting the wart. My 
co-author—who is an Australian—feels it would be in bad taste to associate himself with the 


mention of these. J.O.N.P. 
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had not been available for the purpose. Moreover, whatever the moral 
rights of the matter, in the various crises through which sterling has passed 
in the ’fifties, it is quite understandable that proposals for alleviating the 
threat to the reserves constituted by the sterling balances were considered far 
more urgent than any proposals that outer sterling area countries might have 
made for putting to rights any inequity in the present arrangements. 

There was, then, justification for some form of blocking or reduction 
of the balances after the war.! But whatever part of the balances may be 
considered as having been accumulated through Britain’s disproportionate 
share in the war effort, this has now presumably been more than eaten away 
by the decline in the real value of sterling in the meantime—which has 
brought a substantial windfall gain to Britain at the expense of the holders of 
sterling (especially, of course, the largest holders, and those who have held 
it longest). It is true that the rise in interest rates since 1951 has offset part of 
that windfall loss to holders of sterling balances; but this compensation has 
certainly been quite insufficient to offset the decline over the same period in 
the purchasing power of sterling. 

Moreover, the relationship between Britain’s reserves and the sterling 
balances is now much less unfavourable than it was; whereas the international 
reserves of most outer sterling area countries are generally low enough for 
them to feel that they may prove inadequate when next there is a serious 
worsening in their balance of payments (though this is not true of Australia, 
as it happens). ; 

The very circumstances in which the outer sterling area countries are 
likely to find themselves in difficulties—that is, a general fall in world com- 
modity prices—would place Britain in a more favourable position. There is 
therefore the stronger case for having some arrangement whereby Britain 
would make available to other sterling countries temporary accommodation 
no less automatically than they do to her in opposite circumstances. It is 
true that a favourable movement of the terms of trade from Britain’s point of 
view might enable her to increase the level of her long-term lending to other 
sterling countries. Australia benefited from such an increased flow in 1958-9 
—though probably not (as far as one can see from information at present 
available) as a result of any general rise in private long-term capital outflow 
from Britain, but rather because of a fall in the flow of U.K. capital to other 
countries. But there is nothing to ensure that there would in such circum- 
stances be an increased outflow of capital from Britain. And there is certainly 
no reason to suppose that it would be on such a scale, and so directed, as to 
offset the fall in current earnings or capital receipts of particular sterling 
countries. ‘They would undoubtedly prefer the certainty of some limited, 
temporary overdraft facilities to the unsure hope or expectation of an increased 
long-term capital inflow at such times. 

We would therefore propose a sterling area liquidity fund to supplement 
particular members’ reserves for strictly limited periods. The scheme could 


? Or for gifts such as those made by Australia and New Zealand. FON! 
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be introduced gradually, and enlarged as might prove necessary and beneficial. 
A committee representative of the entire area might be instituted to admin- 
ister the fund. There could be no objection if any such advances were made 
subject to conditions such as have been imposed by the O.E.E.C. when that 
Organisation believed a member’s policies were damaging to itself and to the 
_ Organisation. The conditions should however be strictly economic. Their 
imposition by such a representative committee should keep them free of the 
suspicion that the City of London might prefer to make advances only to 
governments with whose policies it is in sympathy. 

If Britain does not want to participate in such a scheme, some or all 
of the outer sterling area countries could themselves set it up. They could 
if necessary hold some of their reserves in the form of claims on each other or 
on a common pool, and could give short-term loans to those of their number 
who were in need at a particular time, along the lines of the loan made by 
Australia to New Zealand in 1958. This alternative form, if it involved some 
withdrawal of reserves from London, might make it less attractive to Britain. 
Moreover, without Britain it would be less useful as all the outer sterling area 
countries might be in trouble at the same time, and be unable to help each 
other. It would therefore be a second-best from all points of view. However, 
at least provided that world slumps are avoided, there are likely to be many 
occasions when only one or a few of the outer sterling area countries are faced 
by dangerously low reserves. They should certainly take steps to arrange 
some such pool of liquidity themselves if Britain should be unwilling to 
co-operate. 


The Club 

Australia has in recent years been showing a growing interest in, and 
appreciation of the advantages to be gained from, trade with various non- 
sterling countries, particularly the United States, some European countries 
and Japan. (Britain’s share in Australia’s imports has now fallen to a lower 
proportion than in any peacetime year apart from those affected by immediate 
post-war dislocations.) The development of trade with Asian and African 
neighbours is particularly desirable if markets are to be developed for 
Australia’s growing manufacturing potential. 

In addition, despite the fact that Britain still provides the major part of 
Australia’s capital inflow, non-sterling countries are providing growing 
amounts of it—not only the large amounts from the United States and 
Canada, but small and rising amounts from Continental Europe, and even 
some from Japan. 

There is a widespread conviction in Australia—based on the experience 
of the post-war decade—that British exporters of many types of manufactured 
goods are not as market-conscious, as eager to produce goods suited to 
Australian tastes and conditions, as are many others (notably the United 
States, Continental Europe, particularly Western Germany, and Japan). 
The concentration of British exporters upon the development of non-sterling 
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markets in the post-war decade is therefore likely to have had the effect of 
bringing a potentially permanent rise in Australia’s non-sterling imports— 
especially now that import licensing has become virtually non-discriminatory. 

There is a strong belief here that many British exporters have raised the 
prices they have quoted to Australian importers above those quoted by them 
to ‘hard-currency’ countries, or to countries where dollar imports were 
licensed more freely than by Australia, or where general import licensing was 
less severe, or where preferences were not accorded to British goods. 

At the same time, there is a growing awareness in Australia that the British 
market—though large and still likely to remain our most important one—is 
limited. Britain’s protection of her farmers is the principal way in which 
Australia’s export receipts are thought to have been adversely affected by 
Britain’s policies. The franchises limiting the right of Australian subsid- 
iaries or licensees of British firms to export manufactures from Australia to 
neighbouring countries are another cause of complaint.* 

And there has long been a feeling in Australia that British shipping 
conferences have charged Australian exporters (and importers) what the 
market will bear in a way that has paid scant attention to Australian interests. 

All countries, of course, including not least Australia, indulge where they 
can in these damaging trading practices; but Australians have lately become 
more fully aware of these particular British practices that apparently work 
against Australia’s interests—and they did not expect ‘mother’ to be so 
unkind.? 

Finally there have been considerable doubts whether the preferential 
arrangements between Australia and Britain are really a good bargain for 
Australia. The wide range of preferences granted to British goods has been 
regarded as a rather expensive limitation upon Australia’s ability to buy from 
the cheapest sources—though these limitations are now being reduced as 
Australia has begun to exercise the right (accorded by the 1957 trade agree- 
ment with Britain) to reduce preferences accorded to Britain on a wide range 
of goods. Provided at least that there is no major slump, there remains a 
doubt whether the preferences granted to Australian exports by Britain, and 
the rather vague assurance in the trade agreement of a market for a certain 

1H. W. Arndt and D. R. Sherk, Economic Record, August, 1959. 

* The atmosphere of hard bargaining surrounding the negotiations for a new trade agree- 
ment with Britain in 1956-7 has been contrasted by some observers with the remarkable 


goodwill and mutual understanding associated with the negotiation—and still more the 
implementation—of Australia’s trade treaty with Japan. 

® One of the present authors has always assumed that there was a considerable balance of 
advantage from these preferential arrangements in favour of Britain, but that this was offset 
by Australia’s ability to keep her own defence expenditure at a minimum since she could 
rely on Britain’s assistance in the event of war. The curious case of Austraila’s Trade 
Diversion Policy in 1936 (when Britain’s exports to Australia benefited from the decision of 
Australia to reduce her imports from Japan and the U.S.A.) seems explicable only on some 
such ground. But there is no official sanction for this interpretation. The reduction of 
Britain’s military strength, Australia’s role in the United Nations and in the Western 
alliance, and the possibility that she may in some of her international relations need or wish 
to pursue a rather independent policy, all suggest, moreover, that she should assume greater 
responsibility for her own defence. In this event, her preferential exchanges with Britain 
could be henceforth negotiated more strictly on economic grounds. R.I.D. 
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quantity of Australian wheat, are an adequate recompense for the preferences 
accorded to Britain.1 

In these circumstances a defensive, and somewhat exclusive, trading 
club based on Britain is naturally not likely to appeal to Australia, especially 
if that club excluded many expanding economies, despite any increase in 
stability of trade that it might perhaps bring. Australia is well used to fluctu- 
ations in her trade, and her reserves are intended to provide a reasonable 
buffer against them. At the cost of devoting rather more of her resources to 
keeping her reserves at a safe level, Australia would probably prefer to main- 
tain as much freedom of choice in her trading relations as possible. It seems 
unlikely that such a defensive club would increase Australia’s export receipts 
over a run of years by enough to outweigh the probable consequent loss of 
trade with Japan, the United States and perhaps Europe and other expanding 
economies. However, Australia would probably readily take part in the pre- 
paration of any provisional arrangements to be held in reserve against a major 
world recession—at least if it was generated by a large surplus in the United 
States balance of payments. 

Australia is certainly interested in any plans that may be concerted to 
increase the stability of world trade in the main primary products she exports, 
but most Australians would doubt very much whether these are any less 
likely to be achieved by multilateral negotiations among the wider group of 
countries than within a group that included solely, or principally, those of 
the sterling area. 

_ In any event, the whole question of preferential trading arrangements 
must be considered against the background of the various moves towards 
freer trade, within Europe and through G.A.T.T. 

The Australian view about these moves towards freer trade in Europe 
is closely akin to that of Britain: that is, to favour it so far as it leads to a 
generally higher level of world trade, but to have reservations about it so 
far as it may lead to a restrictive trading bloc. Australia’s main anxiety is 
that the Common Market countries may increase their own output and sales 
of certain foodstuffs to each other at the expense of lower-cost food exporters 
such as Australia and New Zealand.? In this respect, however, Australia’s 
importance as a wool exporter has the advantage of giving her considerable 
bargaining power so long as world demand for her wool is high and inelastic. 
That is, since she neither has nor needs protection for her wool exports, it is 
only her minor exports that we would be seeking to maintain in any trade 
negotiations. 


1 There are suggestions that Britain may uot be able in the current year to implement 
what one might call the ‘ semi-guarantee ’ to take a certain volume of Australian wheat. 
If this occurs, and if it should be anything but an isolated and unavoidable lapse, Australia 
might well feel disposed to call into question the whole balance of advantages arising out of 
the present trade agreement. P 

2See W. M. Corden, ‘Australia and European Free Trade,’ Economic Record, August 
1958. Since Dr. Corden wrote, certain arrangements whereby Germany has undertaken to 
buy agreed quantities of French wheat and coarse grains have afforded some justification 
for Australian fears. But an agreement reached between Australia and Western Germany 
in October 1959 has now allayed them somewhat. 
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If the only way of preventing the development of a restrictive trading bloc 
were to enter into a wider area of freer trade embracing the Commonwealth 
as well as Europe we believe that Australia would certainly consider the 
substantial modification, or even the abolition, of preferential arrangements 
within the Commonwealth. (Certain Australian export industries would, 
however, strongly oppose the loss of their protected market in Britain, and 
would-carry political weight far beyond their rather small economic import- 
ance.) However if Britain, Australia, or both, believe on balance, that the 
preferential arrangements within the Commonwealth have outlived their 
usefulness, there is a case for reserving their abolition for a while in case it 
can be used as a bargaining counter for the modification of the policies of 
other countries that restrict the markets for sterling area exports (not only in 
Europe but also, in particular, the United States). 

Australia is concerned not only about the effects of the Common Market 
upon some of her exports to Europe, but also about the various policies 
whereby most industrialised countries are protecting their farmers and limit- 
ing their imports from low-cost food producers. The Australian view is that 
G.A.T.T. has failed to give the exporters of primary products, and of food- 
stuffs in particular, the same advantages as it has obtained for exporters of 
manufactured goods. Australia would therefore favour any general steps to 
liberalise world trade more completely over a wide area. These considerations 
are far more important to Australia than any potential benefits that might 
arise from participation in a smaller, defensive economic bloc centred of 
Britain, or even on Britain and Europe. 


One World with Flexible Exchange Rates 

Like Scott, we regard this as an attractive solution! and have also some 
reservations as to how much flexibility of exchange rates would be desirable, 
and how effective at least relatively small changes would be in securing the 
adjustments necessary to reconcile internal and external developments. 

We feel that there are, in any case, strong grounds for a British guarantee 
of the gold value of sterling balances to safeguard them against the windfall 
loss of reserves that a devaluation of sterling would cause other sterling 
countries. Why should Britain in such circumstances enjoy a windfall gain 
on the balances? These grounds would be reinforced by the adoption of 
a system of flexible exchange rates with the implication that sterling might 
depreciate on balance over the years.? 

The case for Britain to offer an exchange-rate guarantee to holders of 
sterling balances is made overwhelmingly strong by the provision (which 
came into force at the end of 1958) of the European Monetary Agreement 
whereby members give an exchange-rate guarantee to official balances held 
by each other. It seems especially inequitable for non-European countries 


1 That is, if any change from present arrangements shoul essary 
safeguard sterling. ; i . y chehela anid ie an - 

* In the (unlikely) event of the dollar being devalued, Britain might reasonably ask the 
other joint holders of the area’s reserves to share that windfall loss. 
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(especially those within the sterling ‘ family’) who hold sterling balances to 
be faced with the risk of a windfall loss if sterling should be devalued, whilst 
the parties to the E.M.A. would not. Moreover, it seems both unjust and 
unwise for Britain to presume on the continued willingness of other sterling 
countries to refrain from speculating against sterling in times when there are 

_fears that it might be devalued. It is very likely that Australia, for one, would 
continue to obey this unwritten rule of the sterling area. But it seems inequit- 
able to penalise member who do obey it. Australia has therefore a substantial 
interest in seeing that an appropriate exchange-rate guarantee is extended to 
all members of the sterling area, especially as this would reduce the risk that 
Britain might have at some future date to devalue or deflate as a result of a 
speculative withdrawal of sterling balances. 

Certain difficulties might result from the adoption of Scott’s suggestion 
that holders of sterling should be offered the choice of no guarantee with 
U.K. interest rates, or a dollar guarantee at U.S. interest rates, though so 
long as the U.S. Treasury Bill rate remains above that in Britain, other 
sterling countries will naturally accept this offer eagerly.1 It might imply 
that Britain would keep her interest rates higher than those prevailing else- 
‘where, and higher than would otherwise have been necessary, in order to 
reduce speculation against the pound, or the demand for a gold guarantee. 
It would be strongly against the interests of all sterling countries if the conse- 
sequently higher interest rates in Britain led to lower levels of activity there 
than would otherwise have prevailed; or even if it merely meant higher 
interest rates than would have been desirable apart from the need to check 
speculation. Moreover, higher interest rates in Britain would probably 
mean a smaller flow of capital, perhaps from other countries as well as from 
Britain, to the other sterling countries; or at least that sterling countries would 
have to pay higher rates for whatever capital they obtained. 

The strongest case, in fact, for a guarantee of the gold value of sterling 
balances is that, by that means, speculation against the pound might be 
prevented without necessitating recourse to deflation or to unnecessarily 
high interest rates, and might even in some cases obviate the need for devalu- 
ation. 

Meade’s suggestion that the outer sterling area should abandon the 
link with sterling and adopt flexible exchange rates must imply that at times 
some sterling balances would be withdrawn and be deposited instead where 
they could enjoy the optimum combination of security and interest. Indeed 
such speculation would presumably play an important part in the Meade 
proposals. If Britain’s reserves could not stand such a drain, she would be 
forced to make an adjustment of the advantages she offered to foreign 
depositors in order to prevent the new procedures from being prejudiced from 


1In any case we are not sure that offering U.S. interest rates with a gold guarantee 
would be always appropriate. A sterling country deciding in what form to hold all, or some, 
of its reserves might well consider the mark a more attractive alternative than the dollar. 
It might therefore be appropriate for Britain to offer interest rates on the sterling balances 
equal to those available in Germany, as an alternative to dollar interest rates, in combin- 
ation with a gold (or mark) guarantee, 
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the outset. If Britain were willing to shoulder the extra strain and uncer- 
tainty this would involve, she would not need to give a gold guarantee though 
the case for doing so on grounds of equity would remain. But she should not 
expect other sterling countries to avoid such speculative shifts of their reserves 
if no guarantee were available, and if sterling fluctuated greatly. 

This would leave open the issue of whether other sterling countries would 
wish to see their exchange rate on sterling fluctuate. Small variations in their 
rates would probably have little effect on their trade balance, but their policy 
on this matter would clearly vary with circumstances. Australia has usually 
found appreciation of the Australian pound politically difficult and is partly 
for that reason reluctant to allow any depreciation. Import controls are 
likely to continue to be preferred especially as a means of meeting temporary 
deficits. The intention is still to use these controls only for balance of pay- 
ments purposes—not for protection. Inevitably they have had some pro- 
tective effects, but the growing liberalisation of the controls has now elimin- 
ated many of these. Australians feel that in the past Britain has criticised 
first the fact that Australia ran a large deficit in certain years; and then the 
fact that this was corrected by sharp import controls. If it is the sharpness of 
the fluctuations that is being criticised, Australians would be as happy as 
Britain if this could have been avoided. (And in fact a very great degree of 
stability has been achieved in Australia’s imports in more recent years.) 

The use by Britain of exchange-rate variations as a principal means of 
protecting the reserves would probably be fairer to the outer sterling area 
countries than has been the operation of dollar import controls—and still 
more so than would be the import controls over goods from all non-sterling 
countries which would probably be needed in a future crisis. These controls 
seem on balance in the past to have worked out to Britain’s benefit rather 
than to that of the other sterling countries. For, in general, Britain’s exports 
to other sterling countries have benefited by the fact that they compete 
closely with the mainly manufactured dollar goods whose import to outer 
sterling area countries has been restricted as ‘less essential’. On the other 
hand, the exports of other sterling countries to Britain have not benefited to a 
comparable extent through Britain’s dollar import controls, as they do not 
compete closely with those dollar imports curtailed as ‘less essential’ by 
Britain. 


Conclusion 
We agree that the forces of inertia appear to make it likely that the status 
quo will be maintained at least for some time. We have heard no suggestion 
by Australians that the whole sterling~-Commonwealth economic relationship 
should be broken up. But it is worth asking what is the balance of advantage 
in the present system and whether any part of it should be modified. 
The preferential arrangements we do not believe to work in Australia’s 


1 It should be mentioned that in certain cases tariffs have replaced the protective effect 
formerly provided by some of the import controls, But some of these tariff increases would 
have occurred in any event, 
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favour: rather the balance is almost certainly the other way. The free flow 
of migrants does so, but we doubt whether Britain would prevent her subjects 
from emigrating if they wished to, whatever the sterling-Commonwealth 
arrangements. (And she gives virtually no actual encouragement to them 
to emigrate.) 

The freer flow of capital from Britain to other sterling countries has 
probably benefited Australia—though probably not at Britain’s expense. 
Moreover, the increasing freedom for British capital to flow elsewhere reduces 
the present extent of this advantage of membership. If Britain should become 
convinced that part of her private investment in the rest of the sterling area 
is against her own immediate economic interests, and if she would cut it off 
but for the desire to preserve the present balance of advantages from the 
system, we realise that Australia would then to that extent be gaining from the 
maintenance of the status quo. But we believe the case for Britain to cut 
her capital outflow to Australia on grounds of economic self-interest to be 
unconvincing; and we see no likelihood of her doing so. This point is not, 
therefore, at present an advantage derived by Australia at Britain’s expense. 
Indeed, some Australians would argue that the balance of advantage from the 
present flow of private capital from Britain to Australia is the other way 
round. 

Australia has probably gained in the past from the right to turn her soft- 
currency earnings into dollars through the sterling system. In a world of 
generally convertible currencies, however, it seems likely that Australia’s 
non-sterling surplus would henceforth enable her to stand on her own feet— 
if necessary or if desirable—though some diversion of imports from Britain 
might be necessary in order to keep her sterling deficit down to what could be 
covered by Australia’s earnings of other convertible currencies. 

On balance, then, we feel that Britain probably gains more than Australia 
from the present arrangements, since Britain can normally count on a loan 
from Australia of some £A40o m. and, in some years, on additional temporary 
short-term loans, especially if Britain’s imports from Australia should sud- 
denly rise (or if her exports to her should fall). In addition, Australia accepts 
the informal obligation not to change her sterling reserves into dollars or 
marks when the exchange rate of sterling on these currencies is under sus- 
picion. As we see it, these now represent Australia’s “ subscription ’ to the 
sterling club (together perhaps with some degree of obligation to discrim- 
inate in time of crisis). We cannot see that in to-day’s changed conditions 
Australia obtains an adequate return for this unless some part of the inflow 
_ of capital is being permitted by Britain only as a result of the whole complex 
of sterling area arrangements. We believe that the provision by Britain, in 
co-operation with other sterling countries, of adequate short-term lines of 
credit in times of need, and an appropriate guarantee of the exchange value 
of the sterling balances would help to even up the balance of advantages, and 
make Australia happier to continue her membership of a sterling club in 
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which the subscription would then have been more closely related to the 
reduced benefits now derived from membership of it. 

Whatever other changes may or may not be made, it would be desirable 
to have some clearer understanding as to what are the present commitments 
incurred by membership of the sterling area. The status quo implies fixed 
exchange-rates but does not exclude an occasional devaluation by Britain. 
Would outer sterling area countries then be expected to follow suit? If we fail 
to devalue when Britain does, and if our failure to do so keeps our non-sterling 
deficit high, a greater burden might be placed on Britain if a given improve- 
ment was to be secured in the area’s reserves. Under what circumstances 
can we decently place this burden on her? If another serious crisis should 
occur, are we still committed to implementing discriminatory import controls 
against dollar goods—or would they now have to be imposed against imports 
from all non-sterling countries, or all those with convertible currencies? 

These and other issues of policy are important and might become urgent 
at relatively short notice. They need to be discussed. We do not know how 
much co-ordination of sterling area policy now goes on behind the scenes. 
The recent setting up of the Commonwealth Economic Consultative Council 
could be a step in the right direction; but it remains to be seen what its fruits 
will be. We would certainly like as much co-ordination as possible; we 
would like some issues clarified and some improved arrangements instituted, 
and above all we would like more public statements on these problems. 
Moreover, the increasingly close co-ordination of economic policy that is now 
occurring in Western Europe probably strengthens the case for closer and 
more evident co-operation amongst the sterling countries. We must not, 
however, here be taken as saying that this view—or the other views we have 
expressed—would necessarily be those of the leaders of the main Australian 
political parties, or of the public servants advising the Government. 


University of Melbourne. 


NEW ZEALAND 
By C. G. F. Simkin 


1. New Zealand’s Trade with the Sterling Area 

If, as Mr. Scott observes, members of the Sterling Area conduct about 45 
per cent of their trade with one another, New Zealand is more dependent upon 
the area than most other members. Over the period 1950 to 1958, 69 per cent 
of our exports went to the Sterling Area and we drew from it 78 per cent of 
our imports. Most of this trade, moreover, as the following percentages 
show, was with the United Kingdom. 


United Other Sterling O.E.E.C. Dollar Other 

Kingdom Countries Countries Area 
Exports se ae 63.5 5.4 16.0 10.8 4.4 
Imports ace aes 56.1 21.4 7.9 10.7 4.0 


The normal pattern of overseas payments is a substantial deficit with other 
sterling countries offset by surpluses with the United Kingdom and O.E.E.C. 
countries; our trade with the dollar area has tended to break even. 

This dependence upon the United Kingdom is particularly marked for 
dairy products and meat, which provide rather more than one-half of our 
export receipts. In the fairly ‘ typical’ year, 1956, the United Kingdom took 
QI per cent of our butter exports, 97 per cent of our cheese exports, 96 per 
cent of our lamb and mutton, and 59 per cent of our beef and veal. Most 
of our exports to other countries are accounted for by sales of wool, variation 
in the price of which is the major influence altering the proportions of export 
receipts from O.E.E.C. countries and the dollar area; for example, in the wool 
boom of 1951-52 the proportion of exports to the dollar area rose to 17.2 
per cent but three years later fell to 7.8 per cent. Nevertheless the recent fall 
of wool prices was accompanied by a rise of this proportion to over 15 per 
cent because drought conditions, and a cyclical decline in livestock numbers, 
enabled New Zealand to treble exports of beef to the United States. 

Preferences have become relatively unimportant in regard to exports. 
The United Kingdom imposes a flat duty of 15s. a cwt. on butter, at present 
equivalent to an ad valorem rate of 5 per cent, and a duty of 15 per cent on 
foreign cheese. There are no preferences on lamb or mutton, and only a 
negligible preference on beef. Nor will the recent concessions made to 
Denmark have any direct effect upon New Zealand, because our exports of 
bacon are very small. Wool, of course, has never had a preference. 

New Zealand has granted much more significant preferences to the 
United Kingdom, amounting to 20 per cent on most goods. A strong feeling 
that the balance of advantage had become markedly uneven since the Ottawa 
Agreements led to the negotiation of a new trade treaty in November 1958. 
New Zealand retains its rights and preferences in the British market includ- 
ing unrestricted entry of meat and dairy products up to 1967, but may now 
reduce, within agreed limits, preference margins for British goods. All this 
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could lead to cheaper imports for New Zealand, but the main motive was to 
strengthen powers of negotiation for expanded markets outside the sterling 
area. 

A step had been taken in this direction in September, 1958, when New 
Zealand made a trade agreement with Japan for extending reciprocal, most- 
favoured-nation treatment over tariffs, import licensing and exchange control. 
We also obtained the right to compete for go per cent of the Japanese allocation 
of exchange for wool, and for the whole allocation for meat. 

There has been dissatisfaction, not only with the erosion of preferences 
in the British market, but also with the failure of G.A.T.T. agreements to 
secure any liberalisation of trade in primary products comparable with that 
achieved for trade in manufactures. Vigorous protests about this at the 
Thirteenth Session of G.A.T.T. led to a trade agreement with Western 
Germany in April of this year. New Zealand acquired the right to tender for 
whatever volume of dairy products the Federal Republic decides may be 
imported, and to tender also for 6,500 tons of beef and £300,000 of apples and 
pears. These are minor concessions, but it is hoped they will be followed, 
after later sessions of G.A.T.T., by more substantial benefits. 

Tariffs, however, are less significant in regard to New Zealand’s imports 
than licences. We had led the Commonwealth in this direction by imposing 
a general system of import controls in 1938, following a serious exchange 
crisis. Between 1950 and 1957 the National Government succeeded in 
exempting 730 of the 1,000 tariff items, although from 1952 to 1954 further 
difficulties led to a system of exchange rationing. At the end of 1957, however, 
another serious exchange crisis coincided with the return of a Labour 
Government, which quickly reimposed strict and comprehensive import 
controls. 

Transactions in regard to services are also important, and even more 
heavily concentrated upon the United Kingdom. In 1956-7 the net current 
balance for invisibles was £47 millions, equal to 19 per cent of f.o.b. import 
payments, and £29 millions accrued to the United Kingdom. The major 
item is transportation (£20 millions of which {£15 millions accrued to the 
United Kingdom), and investment income (£10 millions of which £7 millions 
accrued to the United Kingdom). 


2. Financial Links 


All the trading banks operating in New Zealand have offices in London 
at which separate sterling balances are kept for New Zealand transactions. 
The Reserve Bank, like other central banks of the Commonwealth, also holds, 
through the Bank of England, deposits, Treasury bills and British govern- 
ment securities in London. Both the trading banks and the Reserve Bank 
also keep balances in other countries, notably Australia, but changes in these 
are relatively unimportant. In 1956, for example, the Reserve Bank had 
£27.0 millions of sterling investments, £39.8 millions of sterling exchange 
and {0.5 million of other exchange; the trading banks had gross overseas 
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assets comprising £20.1 millions in London and {5.9 millions elsewhere, 
offset by overseas liabilities of £6.7 millions. Changes in the total net overseas 
assets of the New Zealand banking system are almost wholly changes in 
sterling funds. 

Nor do these sterling balances represent any considerable threat to 
Britain’s international liquidity. New Zealand did accumulate surpluses 
through wartime scarcities of imports, but soon after the war used {50 
millions sterling to redeem public debt held in Britain, and another {10 
millions sterling as a grant towards the relief of immediate post-war difficulties. 
Since then, our sterling funds have never represented so much as six months’ 
imports, and have never exceeded 14 per cent of Britain’s total sterling 
liabilities. 

Approximate parity with sterling has always been preserved except for 
the period 1933 to 1948, when the rate was {N.Z.125={100 stg. Depre- 
ciation began in 1931 because of serious exchange difficulties in Australia, 
but the major adjustment was made, by both countries, in order to obtain 
relief from the strains of the Great Depression. Australia has since kept 
the rate at this level, but in 1948 New Zealand restored parity with sterling 
as a more or less deliberate measure against the transmission of further 
inflation through a marked rise of both export and import prices. This move 
was only briefly successful because both export and import prices soon rose 
more sharply with the Korean War boom and the previous dollar-devaluation 
of sterling. Neither of these developments was resisted by alterations of the 
exchange rate. Nor, in spite of some advocacy of devaluation to correct the 
recent exchange difficulties, has the Government seriously contemplated a 
deviation from parity with sterling. 

Table 1 shows a regional distribution of New Zealand’s current balances 
of payments in the 1950’s, together with changes in net overseas assets and 
in such capital movements as can be reasonably identified. It confirms the 
triangular pattern of our trade with Europe and the rest of the sterling area, 
as well as the small net contribution made by New Zealand to dollar strains 
upon sterling. In most years, moreover, there has been a rough correspond- 
ence between our total current balance and the change in net overseas assets, 
so that capital movements have been of minor importance. 

Throughout the 1950’s there were small inflows of private long-term 
capital into New Zealand, mainly from the United Kingdom, but part of this 
inflow has, of course, been financed by retention of profits earned by branches 
or subsidiaries of overseas companies. In the earlier years, also, it was offset 
by government or official long-term capital outflows, again mainly to the 
United Kingdom. It was the deliberate policy of the Labour Government to 
reduce external indebtedness, and this policy, together with world inflation, 
made interest payments on the external public debt fall from 14.6 per cent 
of export receipts in 1930 to 1.0 per cent in 1952. But in 1953 the strain of 
heavy investment expenditures, consistently running at nearly one-quarter 
of national income, persuaded the National Government to resume overseas 
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borrowing on a very modest scale. The exchange crisis which developed 
towards the end of 1957 led, in the following year, to much larger public 
borrowing abroad. Altogether £44 millions were raised for this purpose, £20 
millions in the United Kingdom, another £20 millions in the United States, 
and {£4 millions in Australia. But it did not prove necessary to use a standby 
credit of {10 millions arranged with the Midland Bank, and interest pay- 
ments on external debt have risen to only 1.7 per cent of export receipts. 


3. Cyclical Movements of Exchange Reserves 

Table II shows that, if the central gold and dollar reserves are low 
relatively to the United Kingdom’s sterling liabilities, New Zealand’s sterling 
reserves have been far from comfortable in relation to its own external 
transactions. The liquidity position of the United Kingdom, moreover, has 
improved substantially since 1948, whereas that of New Zealand has deterior- 
ated just as markedly. In this connexion, it should be remembered that New 
Zealand, alone among Commonwealth countries, has remained outside the 
International Monetary Fund. The reasons are purely political, and affected 
by the ideas of such monetary heretics as Major Douglas. Neither party, in 
the conditions of rather fine electoral balance, has dared to risk votes by 
bringing New Zealand into the Fund, in spite of the help the Fund would 
have given in the last exchange crisis, and the help the International Bank 
could have given in financing our very high level of investment. 


The table also brings out a strong, inverse cyclical movement in the terms 
of trade over this whole decade. British terms of trade deteriorated by 8 per 
cent between 1948 and 1954, and particularly sharply, although temporarily, 
in 1951; over the same period New Zealand’s terms of trade improved by 
20 per cent, and particularly sharply in 1950-51. Since 1954 there has been a 
Io per cent improvement in the terms of trade for the United Kingdom, but 
a 25 per cent deterioration for New Zealand. 


There is a pretty clear association, for the United Kingdom, between 
changes in the terms of trade and in international liquidity. The sharp 
deterioration of 1951 corresponds to the liquidity crisis of 1951-52, and if the 
crisis of 1956-57 was largely caused by domestic inflation, or fears of such 
inflation, sterling’s recent recovery is obviously connected with the improve- 
ment (since 1955) in the British terms of trade. New Zealand’s terms of 
trade, apart from the quick disturbance of the Korean episode, substantially 
improved up to 1956, but there was nevertheless a fairly consistent strain 
upon exchange reserves owing to marked local inflationary pressures. These 
pressures were not exhausted until the present year, but the strain they 
imposed on sterling reserves was strongly reinforced, after 1956, by a serious 
worsening in the terms of trade. There may well be an improvement of about 
10 per cent in New Zealand’s terms of trade during 1959, but there is also 
likely to be some resurgence of domestic inflation so that the prospects of any 
substantial or prolonged easing of import controls is perhaps remote, 
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TABLE I 


NEw ZEALAND’s EXTERNAL B 
({ millions) ALANCES BY REGIONS, 1950-1 To 1958-9 


ee Sees 
1950-1 1951-2 1952-3 1953-4 1954-5 1955-6 1956-7, 1957-8 1958-9 
a ee ee ee ee eee ee ee 


Current 
Balances 

Kee. a 25.1 —17.5 26. p =_ —_ 
Other Sterling 4 39.7 5.4 2.9 3.4 24.3 — 

Area ---| —28.2 —40.2 —32. ~ - _ _ 
Cree 6 35.1 41.8 44.0 46.6 —47.8 —50.8 

Countries ... 21.8 20.4 52 21.0 15.6 19.9 31.0 23 

. : : : : ; Ye 10.4 

Dollar Area ... 7.6 9 Ose — sO Zee), He 8,5 — 155 =. 5.0 at 529 17.3 
Other ... wes 32) = 8. — 337 3.0 1.4 20 — 1.5 2.6 0.1 
Total ... Be 30.3 —293 — 4.8 28.1 —38.9 —30.9 —195 —57.6 —23.0 


Changes in Net 


Overseas Assets 25.6 —21.0 23.2 271 — - = 
Re err 34.8 9.5 4.7 39.6 25.1 
Balances .... — 0.1 — 0.1 0.4 3.5 2.0° > — 

are Se 5.4 0.0 0.3 0.1 

Long Term 

Capital A 

) ue * a ae 0.6 — 82 — 7.1 36 — 5.7 —09 —18.9 
ota ops : 0 04 —10.7 — 8.5 3.4 —Ii1 — 25 —40.8 

Private Long : 

Term Capital 

(a) U.K. -.| —10.8 -—113 —94 —10 —78 —-144 —52 —98 —91 

(6) Total --| — 91 —13.2 —13.6 0.6 —121 —144 — 94 -—105 —14.4 


Source: Official Estimates of Balance of Payments. 


TaBre II 


EXCHANGE RESERVES AND TERMS OF TRADE OF THE UNITED KINGDOM AND 
NEw ZEALAND, 1948-1958 


United Kingdom New Zealand 
Year | Gold and Ratio to Terms of Net Ratio to Terms of 
Dollar Sterling Trade* Overseas Overseas Trade* 
Reserves* Balances Assets® Payments* 

£m. p.c. 1954=100 £m. p.c. 1954=100 
1948 457 12.9 93 84.1 46.8 125 
1949 603 16.2 93 70.6 42.7 116 
1950 1,178 29.0 100 75.1 37.7 90 
1951 834 20.1 113 104.0 40.0 90 
EOSZ? ae OF9 17.4 106 72.6 27.0 123 
1953 899 22.5 100 103.6 43.1 104 
1954 986 23.6 100 118.0 41.0 100 
1955 757 18.7 101 88.3 2h 97 
1956 762 18.6 99 85.9 27.2 92 
1957 812 20.8 96 86.5 24.0 95 
1958 1,096 27.6 90 57.2 16.6 125 


1 End of December figures. Source: Reserve Bank of N.Z. Bulletin, March, 1959. 

2 Ratio of import to export prices. Sources: C.S.O, Annual Abstract of Statistics; N.Z. 
Monthly Abstract of Statistics. 

3 Monthly average for calendar year. Source: N.Z. Official Year Book. f 

4 Exchange transactions for calendar year. Source: N.Z. Monthly Abstract of Statistics. 
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4. The ‘ Britain Alone’ Proposals 

The preceding factual background gives little support to the first proposal, 
described by Mr. Scott, for freeing the United Kingdom from obligations it 
now assumes as banker for the Sterling Area. New Zealand’s sterling balances 
have seldom been adequate for our external trade, and are hardly likely to 
become more than adequate. No danger, accordingly, could arise for sterling 
from sudden withdrawals of our balances in order to finance capital expendi- 
tures. 

Marked fluctuations have, of course, occurred in New Zealand’s sterling 
balances because of fluctuations in our current balance of payments, but these 
have put little strain upon the gold and dollar reserves because by far the 
greater part of our current deficits have been with the United Kingdom 
and the R.S.A. We have regularly furnished substantial credit balances with 
O.E.E.C. countries and, over the postwar period, have supplied more dollars 
to the central reserves than we have drawn from them. Variations, moreover, 
in our balances with non-sterling countries have sometimes been inverse to 
those of the United Kingdom and, to that extent, have steadied the central 
reserves. No case, accordingly, can be made for scaling down New Zealand’s 
sterling balances nor, so long as Britain is to do any international banking, for 
transferring these reserves to some other financial centre. 

Something, nevertheless, should be said for New Zealand taking action 
to reduce strains imposed upon the whole Sterling Area by current deficits 
with America and Western Europe. The obvious step here would be for 
New Zealand to join the I.M.F. Membership would enable us to borrow at 
least £4.5 millions (perhaps, now that quotas are being increased, £6.75 
millions) a year for four years, and, although quite inadequate for such a 
crisis as we had in 1957-8, such an automatic loan could make a useful 
contribution. There is, moreover, always the possibility of raising special 
emergency loans from the I.M.F. 

More, too, can be said for the second proposal of encouraging, or forcing, 
the richer Dominions to borrow from other creditor nations such as the 
United States or Western Germany. True, New Zealand made no substantial 
post-war demand upon the British capital market until 1953 and, up to 1958, 
had not raised more than £15 millions long-term capital in any year. But, 
over the three years 1955-1957, our public and private long-term borrowing 
did come to something like one-seventh of British investment in the R.S.A. 
and, in the crisis of 1957-58, the total of government borrowing from Britain 
rose by £19 millions to over £27 millions. 

There is no doubt, moreover, that New Zealand’s heavy investment 
programme, regarded as inescapably heavy because of a rapidly growing 
population, requires, if inflationary finance is to be avoided, something 
nearer £30 to {40 millions of annual overseas borrowing than the recent 
£10 to £15 millions. The United Kingdom has long been almost our only 
source of external capital, as well as by far our best customer. But a few years 
ago we raised {4.5 millions from the U.S. Export-Import Bank for the 
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Tasman pulp and paper project, and last year another £20 millions from 
various American sources to help tide us over the exchange crisis. We could, 
and I think should, get more capital from America through the International 
Bank by overcoming local prejudices against joining the I.M.F. Nor should 
there be any technical difficulty about raising government loans, at least, on 
the New York stock exchange, and similar loans could also be obtained, no 
doubt, from Western Germany or Switzerland. 

The deterrent, so far as New Zealand is concerned, has sometimes been 
high interest rates, but mainly the risk of sterling being devalued before any 
non-sterling loan matured; a substantial devaluation would make such loans 
prohibitively costly. Nor does it seem appropriate, in the context of an 
argument for relieving Britain of outside financial burdens, even if it were 
realistic, to suppose that the Bank of England should offset this discourage- 
ment to non-sterling borrowing by guaranteeing to provide exchange for the 
service and amortisation of this debt at the same rate as ruled when it was 
incurred. 

Against this it might be argued, as Sir Douglas Copland used to argue in 
Australia, that the R.S.A. should seek capital from the United States, not 
only to finance developments, but also because debtor countries tend to get 
relatively favourable treatment from their creditors in matters of trade. 
This seems a very risky argument, at least in New Zealand’s case. Admittedly, 
we have a rather urgent need for expanding markets in North America and 
Europe, but any American or European debt we could incur would be so 
trivial in relation to the trade of the United States or Western Germany as to 
make preferential treatment to ease debt service very doubtful. 


5. The ‘ Club’ Proposals 

The traditions and loyalties binding New Zealand to the United Kingdom 
would undoubtedly make the club proposals more attractive than the go-it- 
alone proposals, especially as the basic features of the club are quite familiar. 
We had no difficulty in co-operating with the other members of the Sterling 
Area in tightening discriminating controls over non-sterling imports during 
the crisis of the early 1950’s, although it was felt that there could have been 
more effective consultation about the need for such measures and implement- 
ing them. Tariff preferences have also been more than acceptable; the 
reason New Zealand sought the recent relaxation is that the specific prefer- 
ences accorded to us by the Ottawa Agreement have become badly eroded by 
inflation, and we should probably have wished, if this had been possible, a 
restoration of our ‘real’ preferences in the British market rather than a 
reduction of British preferences in the New Zealand market. 

Our growing needs for external capital also make Mr. Balogh’s proposal 
for increased sterling loans very attractive, assuming, contrary to the Britain- 
alone school, that increased loans are possible. Nor would there be much 
difficulty about the restriction that such loans should be used for expanding 
the production of primary products. New Zealand has, in view of an annual 
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rate of population growth near 2 per cent, to treble its exports during the next 
fifty years, and capital for other types of development could be found from 
domestic sources or other countries. 

But this proposal is associated with another for the renewal of bulk 
purchase contracts for exports. We had experience of these from 1939 to 
1954, and they had advantages from the standpoint of stability. They 
operated, however, under conditions of marked inflation and a world food 
shortage, and New Zealand farmers became dissatisfied with what was felt 
to be inadequate price adjustments, and somewhat fearful of reliance upon a 
single buyer. They became, too, increasingly restive about the degree of 
government control associated with bulk contracts and the guaranteed local 
price for diary products, and have striven, with some success, to free them- 
selves from such control. 

When, therefore, Britain gave up bulk purchase contracts, New Zealand 
farmers cautiously welcomed the return to free marketing. Things went well 
for the first year or so, but the decline of dairy prices after 1955, and more 
particularly the steep fall in 1957-58, made some New Zealanders regret the 
lack of such stability in exports as bulk purchase contracts had provided. The 
general attraction of renewed contracts would, of course, depend upon the 
prices fixed, the provisions for adjusting prices, the latitude for sales in other 
markets, and the relative attractions of other markets. It is, however, hard 
to see that such contracts could be made compatible with the evident desire 
of New Zealand farmers for less political control. 

It is also hard to see that they could be harmonized with New Zealand’s 
very real long-term interest in the development of other markets. The basic 
reason for this interest is the disparity between New Zealand and British 
rates of growth for population. New Zealand’s rate of population growth, as 
has been mentioned above, requires a trebling of exports if present living 
standards are to be maintained over the next fifty years. No one, however, 
expects any substantial increase of the British population over this period, 
and the efficiency of British farming seems to be steadily improving. Already 
we supply Britain with one-half of its imports of dairy produce, and with 
three-quarters of its imports of lamb and mutton. British per capita levels of 
consumption are relatively high for these goods, and they seem to have 
rather low income-elasticities of demand. 

Considerations of this kind strongly suggest that New Zealand’s interests 
would be much better served by something like the Strasbourg Plan than by 
the Balogh Plan. If the Sterling Area could be joined with Western Europe 
in a movement for expanding trade by reducing tariffs and increasing import 
quotas, this would give New Zealand better access to markets with larger and 
more rapidly growing populations than Britain, and markets where per 
capita consumption of meat and dairy produce is below British levels. The 
recent trade treaty between New Zealand and Western Germany, meagre 
though the immediate results are, undoubtedly points in the direction re- 
quired for New Zealand’s progress. 
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The Plan’s proposal, moreover, for a special investment bank to provide 
loans for overseas territories of member countries, could also have substantial 
advantages if it gave the overseas sterling area, including New Zealand, 
access to German as well as to British capital. And if suitable currency 
arrangements could be made within such an economic union, the deterrent 
to non-sterling borrowing from devaluation risk might be greatly reduced. 

There are, of course, formidable immediate difficulties in the way of 
economic union between sterling and Common Market countries. It would, 
however, be unduly pessimistic to think that they cannot be overcome, and 
New Zealand, at least, would be willing to forego its slight preferences in the 
British market in return for better access to Continental markets. There 
have, indeed, already been official suggestions from New Zealand for bringing 
imperial preferences into a joint bargaining between the Commonwealth and 
the Six for some measure of economic association. 


6. Flexible Exchange Rates 

The last proposal discussed by Mr. Scott is that made by Professor Meade 
for flexible exchange rates. A flexible rate is advocated for Britain in order to 
obtain a sufficient current surplus to ease future crises over the reserves, and 
to avoid the damage done by discriminatory controls over imports to the 
expansion of multilateral trade. Flexible rates are also advocated for other 
members of the Sterling Area in order that they should obtain similar advan- 
tages. 

Behe is rates for sterling would be less disturbing to New Zealand 
than to some other members of the Commonwealth in that over three-fifths 
of our exports are sold to Britain and little more than one-fifth of our imports 
come from non-sterling sources. Nevertheless our export trade with the 
United States is increasing (even if last year’s rise from 11 to 19 per cent is 
temporary), and reasons have been given for thinking New Zealand will have 
to expand trade with Europe as well as with the United States. Fluctuating 
rates might hinder this, but if, as Mr. Scott suggests, the Exchange Equalisa- 
tion Fund could limit fluctuations to 3 per cent a year, the hindrance would 
not be serious. Such a variation would mean no more than a 1 per cent 
change in our export receipts and an even smaller change in our import 
payments. 

There would, inevitably, be a more serious effect upon borrowing from 
non-sterling sources. The acceptability, to New Zealand, accordingly, of 
fluctuating rates for sterling would depend upon the adequacy of the British 
capital market in supplying the external loans we are likely to need, as well 
as upon their success in promoting the stability of our most important 
market. Professor Meade may well be right—who knows?—in thinking the 
relevant elasticities large enough to keep Britain’s balance of payments in 
equilibrium at a level that provides a sufficient surplus for overseas lending. 
This result, however, also depends upon the British government’s power to 
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prevent consequential changes in wages and prices from wiping out any gain 
from exchange adjustments. Mr. Scott seems to envisage a high enough 
level of unemployment to prevent such changes in wages, and Professor 
Phillips has recently been working at statistical demonstration that wages can 
be kept stable if there is sufficient unemployment. He put this level, however, 
at around 5 per cent, and doubts may reasonably be entertained about the 
acceptance of so much permanent unemployment in a welfare state. 

It would certainly not be tolerated in New Zealand, where a rate of 4 per 
cent would be regarded as a matter for concern, if not alarm. This consider- 
ation, in my opinion, almost rules out the associated proposal for a flexible 
exchange rate here. It is, moreover, reinforced by the fact that the Court of 
Arbitration makes general wage-orders, and is bound to consider, in making 
them, the absolute changes in retail prices and the relative changes in farming 
and business incomes that would both result from a variation of the exchange 
rate. 

There are, moreover, other difficulties. Technical difficulties were 
pointed out by the Reserve Bank tothe recent Royal Commission on Monetary, 
Banking and Credit Systems. 


‘It would be administratively difficult to operate in New Zealand a 
truly free market in which rates vary from day to day or hour to hour. 
There is no market mechanism of this sort, such as exists in London or 
New York or the Continent. The dealers in New Zealand are the trading 
banks and the Reserve Bank. Rates might be fixed daily, but daily 
transactions are so erratic that it would be difficult to find a basis for 
fixing rates. There are also marked seasonal changes in receipts and 
payments, which would present difficulties.’ 


We would, then, have no flexible market rate of exchange in New Zealand, 
but only a rate adjusted by the Reserve Bank on the basis of something like 
annual forecasts of external receipts and payments, and such estimates have 
wide margins of error. 

Speculation would be inevitable with a rate thus adjusted, and might 
aggravate immediate difficulties. If, for example, there was an expectation 
of depreciation because the balance of payments was worsening, exporters 
would try to delay despatch of goods to overseas markets, importers would 
try to speed up payments for imports or try to place large orders for quick 
delivery, local subsidiaries of overseas concerns would try to speed up remit- 
tances of profits, and financiers would try to shift funds abroad. All this 
would put extra strain upon sterling balances, and seem to increase the need 
for an adjustment of the rate. Once the rate was adjusted, there could well 
be such a reaction of these speculative influences as reinforced the tendency 
of the adjustment to improve the balance of payments, provided, however 
that there were no expectations about further depreciation. ’ 

Further economic difficulties, or rather limitations, are imposed by the 
almost negligible short-period elasticity of supply for exports, and the very 
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large elasticity of supply for imports to such a small market as New Zealand. 
These would prevent a variation of the exchange rate from having more than 
a negligible immediate effect upon our terms of trade, and limit the effect 
upon the balance of payments to our elasticity of demand for imports. That, 
too, is rather low, I should guess about 4, so that a 10 per cent devaluation 
might be needed to produce a 5 per cent improvement in the ratio of export 
receipts to import payments. 

All this suggests that, in the case of New Zealand, there is little to be 
hoped from adjustments of the exchange rate as a means of maintaining short- 
period equilibrium in the balance of payments. The position, of course, is 
different in regard to a more fundamental disequilibrium; if the balance is 
persistently adverse, as it has been in recent years, then a carefully considered 
adjustment of the rate might be an appropriate remedy, provided that special 
measures were also taken to hold down wages. But short-term changes in the 
balance of payments would be best met from reserves, if these could be built 
up to a really adequate level of something like a year’s import payments. 
There would then be more scope for automatic correction through the reper- 
cussions of external deficits or surpluses upon domestic incomes and the 
quantity of money, especially if the deficits or surpluses were kept within 
tolerable bounds by appropriate monetary and fiscal policies. 

And is not this idea of really adequate reserves the important thing for 
Britain also? Have not most of the post-war difficulties of sterling been 
greatly aggravated by inadequate gold and dollar reserves? Would not larger 
reserves have strengthened foreign confidence in sterling, contained the 
unfortunate speculative pressures that developed in 1949 and 1956, and 
enabled Britain to cope with the other more minor crises by monetary and 
fiscal action without need for special measures of restriction on external 
transactions? Is not, moreover, a really adequate gold and dollar reserve a 
necessary condition, in regard to foreign confidence, for a flexible sterling 
rate, and does not such a flexible rate require, in any case, larger reserves than 
a fixed rate? It is hardly possible to argue these wider matters here, but I 
should, perhaps, record my own feeling that Professor Meade’s proposal 
could not be safely adopted until the gold and dollar reserves stand at a 
considerably higher level, and that as they approach this level the need for 
the flexible rate may well diminish. 


7. Conclusion 

From a New Zealand standpoint, then, the most acceptable proposal for: 
the ‘ reform’ of the Sterling Area is that it should be merged in some way 
with the Common Market. There is, of course, no attraction for us in the 
‘ British-Alone ’ Proposal, although, unless carried to ridiculous extremes, it 
would have little effect upon our ordinary trading relations, and we should 
recognise the desirability, stressed by this proposal, of the richer Dominions 
turning increasingly to North America or Western Europe for the external 
capital their development is likely to require. The ‘ Baloghian Club ’ is too 
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exclusive, and incompatible with New Zealand’s probable need for developing 
trade with countries having a more rapid rate of population growth than 
Britain, and lower levels of consumption for meat and dairy produce. Meade’s 
proposal for flexible exchange rates would be difficult to apply to New 
Zealand and of doubtful benefit; applied to sterling it would have the dis- 
advantage of discouraging borrowing from non-sterling countries and, to a 
lesser extent, trading with such countries. 

New Zealand has already begun to demonstrate a serious interest in 
getting an economic union between the Commonwealth and the Six. This will 
not be easy to achieve, but achievement should not only widen markets for 
Commonwealth producers in Europe but also, in so far as it could be associ- 
ated with sensible monetary arrangements, facilitate Commonwealth borrow- 
ing from non-sterling sources, and improve Britain’s international liquidity 
by lessening strains upon the gold and dollar reserves. 

Failing this, the next best alternative would seem to be steady improve- 
ment of the status quo. There should be more effective co-operation between 
members of the Sterling Area in keeping their internal rates of inflation down to 
those ruling in the rest of the world, borrowing countries should turn more to 
non-sterling sources of capital, all other practicable steps should be taken to 
raise the central reserves to a more adequate level, and, subject to these 
requirements, everything should be done to facilitate the growth of trade 
between the Sterling Area and the rest of the world. 


University of Auckland. 


INDIA 


By BHABATOSH DatTTA 
Introduction 

India’s membership of the Sterling Area was not the result of a free choice 
exercised by a representative Indian government. Up till 1947, all major 
decisions regarding India were taken at Whitehall and when the British 
pound was devalued in 1931, the government of India was directed to choose 
in favour of maintaining the sterling link rather than the gold parity estab- 
lished in 1927.1 The Indian monetary standard thus became a pure sterling 
exchange standard, official sales and purchases of sterling maintaining the 
rupee ratio within prescribed limits. The Reserve Bank of India, established 
in 1935, inherited this system and was bound under the statute to buy all 
sterling offered to it at the prescribed rate and thus to issue rupees in exchange 
for sterling.? 

This system enabled the United Kingdom and the Allied Powers to get 
rupee-finance for their purchases and operations in India and Burma during 
the Second World War. The British Government paid India in sterling; the 
dollars paid by the United States went to the central reserves and India 
received sterling in exchange. This was the genesis of the accumulation of 
India’s large sterling balances—balances which remained large even after the 
partial post-war settlements like India’s payments for certain defence stores 
or the lump sum payments to the British Government in discharge of pension 
obligations to retired British officers. 

The sterling balances of undivided India stood at Rs. 1,416 crores or 
£1,062 million on August 14th, 1947, the day before India became independ- 
ent and Pakistan was created. For a few months, the two new states had a 
joint monetary system controlled by the Reserve Bank of India, but the 
monetary agreement was terminated on June 30th, 1948, and Pakistan 
received a share of the sterling assets of the Reserve Bank of India. At the 
end of August 1948, the total sterling assets of the Reserve Bank stood at 
Rs. 1,103 crores or £827 million. 

India’s currency arrangements with the Sterling Area and the laws 
relating to the sterling reserves of the Reserve Bank continued unchanged 
after independence.‘ It is worth remembering that no serious criticism has 


1 The Indian Currency Act of 1927 defined the rupee as equivalent to 8.47512 grains of 
gold and this established the rupee-sterling ratio at Re. 1=1s. 6d. In 1931, the link with 
gold was given up and the sterling ratio was maintained. This 1s. 6d. ratio has continued 
up till now. In 1949 the rupee was devalued in terms of the dollar to the same extent as the 
sterling. The dollar value of the rupee was Re. 1=30.2 U.S. cents up till September 20th, 
1949, and has been Re. 1=21 U.S. cents since then. 

2 The Reserve Bank of India Act of 1934 prescribed that the note-issue of the Bank 
must have a minimum 40 per cent backing in gold and sterling, subject to the condition 
that the value of the gold reserve must not fall below Rs. 40 crores. Gold was officially 
valued at Rs. 21.24 per tola or about Rs. 53 per ounce. The gold reserves were officially 
revalued at Rs. 62.50 per tola in October, 1956. The new rate represents the parity price 
agreed with the International Monetary Fund ($1=Rs. 4.76; 1 oz of gold=$35). 

3 Rs. 1 crore=Rs. 10 million = £750,000. Rs. 1 lakh=Rs. 100,000 = £7,500. 

4 The expression ‘ sterling securities ’ was replaced by ‘ foreign securities ’, enabling the 
Reserve Bank to hold other currencies than sterling. Under the Sterling Area arrangements, 
however, India’s dollar earnings went to the central reserves and the assets of the Reserve 


Bank continued to be mainly sterling. 
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ever been made in post-independence India of her continued membership of 
the Sterling Area. Apart from the fact that the political separation from the 
United Kingdom came under the most amicable circumstances conceivable, 
there were two other factors in the situation. The first was the existence of 
large sterling balances which were being released for use slowly and in pre- 
arranged instalments; it was certainly not to India’s interest to leave the 
Sterling Area when such large balances were held in London. There was 
secondly the fact that Indian commercial banking was modelled after and 
closely linked with British banking. Traders and bankers all found it con- 
venient to use sterling in all their international transactions. The existence 
of a fixed sterling link, the canalisation of all receipts and payments through 
London, and the intra-sterling area facilities made the Indian traders’ and 
bankers’ operations much simpler and smoother than they could be under 
any alternative scheme. 

The membership of the Sterling Area did not create any handicap for the 
new Indian government as long as India could get from the central reserves 
at least that amount of hard currency that would have been available to her if 
she had maintained a separate dollar account for herself. There was close 
and understanding co-operation between the Indian and and British govern- 
ments on these matters and there are reasons to believe that there was full 
consultation between the two governments, when in 1948 and 1949, India 
purchased $100 million from the International Monetary Fund. In fact, 
there has practically been no difficulty in regard to matters of mutual interest 
during the last 12 years. 


The Present Position 


At present, however, the importance to India of her membership of the 
Sterling Area is much less than it was. The practical need for being close 
together with a country in which short-term assets are held has become very 
small after the releases from the blocked accounts to the liquid accounts and 
particularly after the heavy drafts made by India during the first three years 
and a half of the Second Plan.1 The foreign exchange assets of the Reserve 
Bank of India, which were Rs. 884 crores (£663 million) at the end of March, 
1951, and Rs. 746 crores (£560 million) five years later, z.e., after the comple- 
tion of the First Plan period, started falling quickly in response to very large 
balance of payments deficits under the Second Plan. At the end of July, 1959, 
the total foreign exchange holdings of the Reserve Bank were only Rs. 178 
crores (£134 million).? 

1 [India’s First Five Year Plan ran from April 1st, 1951, to March 31st, 1956. The 
Second Plan started on April 1st, 1956, and will terminate on March 31st, 1961. A Third 
Plan for 1961-1966 is being prepared. 

* In computing India’s total official reserves, one should include also (i) gold in the Reserve 
Bank valued at Rs. 118 crores and (ii) government’s working balances held abroad which 
are around Rs. 30 crores. For computing India’s total reserves, official and private, the 
working balances of banks and private assets should be taken into account; the former 


are known to be small and the latter are believed to be not very large. India’s private 
holdings of gold are estimated to be worth Rs. 2000 crores at the éiackad prival : 
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If the basis of the membership of the Sterling Area is the holding of 
reserves in London, India’s position has changed considerably. India’s 
sterling reserves are now not only small but are all unblocked, the distinction 
between the No. 1 and No. 2 accounts having been eliminated. It is, how- 
ever, still true that whatever the size of India’s official reserve, the major 
portion of it is held in sterling, despite the legal power which the Reserve 
Bank now has for holding non-sterling foreign securities. Indian banks are 
now authorised to quote rates and deal directly in the West European curren- 
cies, but the total amount of transactions of this nature must be small. From 
the standpoint of the traders and the bankers, the important consideration is 
not the net balance-of-payments position, or the net reserves position, but 
the gross volume of transactions. The Sterling Area arrangements are 
convenient to the persons and institutions connected with the major portion 
of this gross volume of transactions. 

The share of non-sterling countries in India’s total trade is increasing, 
but the largest single block of operations is still with the Sterling Area. In 
regard to non-trade operations also the importance of the Sterling Area is 
very large. (See Tables I and II). 


TABLE I 


INDIA’S OVERALL BALANCE OF PAYMENTS, 1955-56 To 1958-59 
(in Rs. Crores; 1 Crore=10 million) 


1955-56 1956-57 1957-58 1958-59 


Imports c.i.f. saa res = 750.6 1099.5 1204.2 1046.5 
Exports f.0:b. -_... ‘ee ne 641.1 635.2 594.7 576.1 
Trade Balance... B: 5 se —109.5 — 464.3 —609.5 —470.4 
Official Donations x + 42.0 + 39.5 + 32.7 + 40.9 
Other Invisibles (net) ite + 84.4 +112.5 +100.9 + 90.7 
Current account (net) ... ase + 16.9 — 312.3 —475.9 — 338.8 
Errors and Omissions oe — 5.3 + 1.6 — 41 — 28.0 
Official loans ae = a + 6.5 + 30.7 + 92.3 +216.7 
Other Capital transactions (net) — 3.1 + 58.7 +127.8 +103.5 
Movements in reserves 

(increase+) ... ae as + 15.0 —221.3 —259.9 — 46.6 


= | | 
—— 


Source: Reserve Bank of India: Annual Reports on Currency and Finance. 


TABLE II 


INDIA’s CURRENT-ACCOUNT BALANCE OF PAYMENTS WITH THE STERLING AREA 
(in Rs. Crores; 1 Crore=10 million) 


| 
— 


1955-56 1956-57 1957-58 1958-59 

i Be ae 361.2 466.5 449.6 392.8 

Haports eu Gd fp Be 330.9 332.6 298.2 300.4 
Trade balance Be ah — 30.3 —133.9 —151.4 — 92.4 
Official Donations Fists yi a> Oil + 21 + 4.6 + Ss 
Other Invisibles (net) ... + + 744 + 93.9 + 72.8 + 5 . 
Current account (net) | + 44.2 — 37.9 — 74.0 — 36. 


Source: Reserve Bank of India: Annual Reports on Currency and Finance. 
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The important fact, however, is that India is now running current 
account deficits with practically all currency areas. Until recently, these 
deficits were met largely by drawing down the sterling assets, but the scope 
for further drafts on these assets is now small. The currency laws prescribing 
a minimum 40 per cent cover in gold and foreign securities against the 
note-issue have been amended, but even the present low limits do not leave 
a large utilisable balance. Under the 1957 amendment, the Reserve Bank has 
to keep a minimum gold reserve of Rs. 115 crores and a gold-cum-foreign 
assets reserve of Rs. 200 crores.! With the gold reserves standing fixed at 
Rs. 117.76 crores, the minimum foreign exchange reserve is Rs. 82.24 crores. 
The foreign securities in the Issue Department at the end of July, 1959, were 
Rs. 168 crores, but the working balances in the Banking Department were 
small (Rs. 9.83 crores). A sharp payments crisis may easily carry all reserves 
down to an unsafe level. 

The major part of the financing of the payments deficits has thus come, 
and will for still a long time have to come, from capital imports from abroad 
and direct government-to-government aids. The major part of the loans 
and aids has come either from the international financial institutions or from 
the government of the United States. It is also necessary to note that the 
existence of the Sterling Area arrangements has not in any way affected these 
inward capital movements. There is no reason to think that there would 
be an increase in such flows if India were to leave the Sterling Area and to 
follow an independent line of action. 


The Main Considerations 

In the conditions prevailing at present, there is no special reason why 
India should want to leave the Sterling Area. On the other hand, there are 
not many special advantages that India gets by virtue of being a member of 
the Sterling Area. There is, of course, the practical advantage of the conve- 
nience in settling accounts with the other members of the Sterling Area and 
with all other countries accepting settlement in Sterling Area currencies. 
But here again one notes that the advantage of settling accounts in sterling 
does not necessarily involve membership of the Sterling Area. There is, 
besides, the fact that non-dollar currencies are now in general more easily 
convertible among themselves than they were only a few years ago. And one 
has also to note that an important part of India’s trade at present is rupee- 
account trade. 

It is further necessary to remember that the obligations of the Sterling 
Area members to each other are not always uniform and that there are special 
inter-member restrictions (or relaxations) in some cases. There is first the 
fact that the legal and conventional obligations assumed by the United 
Kingdom to the members of the Sterling Area are in many cases greater 
than the obligations assumed by those members to the United Kingdom. 
There are, secondly, special arrangements for neighbouring or closely-linked 


* The total note issue of the Reserve Bank at the end of July, 1959, was Rs, 1697 crores, 
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countries, like the special laws regulating remittances and capital flows 
between India and Burma, Ceylon or Pakistan. One should also note that 
India and the Union of South Africa are both members of the Sterling Area, 
but no trade and payments are permitted between the two. 

There is also the fact that Commonwealth preference is becoming gradu- 
ally less and less important for countries like India, partly because of the 
opposition in the United Kingdom to large imports of Indian commodities 
like textiles and partly because of prospects of a greater degree of integration 
among the West European markets. It should also be noted that the prefer- 
ence granted by India to the U.K. is of relatively small significance—the 
number of items on which tariff concessions are granted is not large and the 
imports of many of these are restricted or even prohibited under import 
control regulations. A few British Colonies enjoy preferences in regard to 
their sales of vegetables, fish, etc., to India, but the only country which 
enjoys an appreciable measure of preference in India is Burma.! All this 
means that India (like most other big members of the Sterling Area) follows 
practically independent currency and exchange policies. The exchange 
restrictions operating in India in regard to the dollar area are of course based 
on the laws and regulations prescribed by the British Government. But it is 
realised that similar restrictions would have been necessary even if India had 
followed an independent line of action. The existence of the Sterling Area 
has not reduced the measure of independence which India might have 
enjoyed under any alternative scheme. The advantages offered by the 
convenience of operation and of being able to continue on lines in which 
experience has been gained are now the most important elements. As long 
as the Sterling Area remains what it is now, India will not presumably want to 
withdraw from it. 

It is of course entirely possible that the urge to modify or terminate the 
present arrangements would come from the United Kingdom. The impli- 
cations of any policy change by the United Kingdom will be different for 
different members of the Sterling Area. An attempt is made below to examine 
the implications for India of the three alternatives that have been suggested 
for the United Kingdom: a policy of the United Kingdom ‘ going it alone’; a 
policy of making the Sterling Area more closely-knit than it is now; and a 
policy of flexible exchange rates for the pound. ik 

The basic consideration in all these would be the present and anticipated 
future balance-of-payments situation in India. Attention has already been 
drawn to the worsening of the payments position under the Second Plan 
and it is safe now to proceed on the assumption that the deficits would 
continue at a high level under the Third Plan also (z.e., during 1961-1966). 
It is doubtful if it will be possible to maintain exports at any level higher 
than an average of Rs. 650 crores per year and to cut down imports below the 
current level of Rs. 1100 crores per year. The trade deficit of Rs. 450 crores 
per year is likely to be reduced by about Rs. 100—120 crores per year from 


1 Burma is a member of the Sterling Area but not of the Commonwealth. 
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the net receipts on the invisibles account and from private donations, but 
even then a large gap of about Rs. 350 crores per year will remain. The 
significance of this gap can easily be realised if one notes that the present 
foreign exchange assets of the Reserve Bank are only Rs. 178 crores, that the 
gold-cum-foreign exchange assets of the Bank come to not more than Rs. 
296 crores and that even if the Government’s other foreign balances are 
included, the total would not be more than Rs. 376 crores.1 

The problem of adequacy of reserves is always a difficult one, but one 
does get some idea of the magnitude of India’s problems from the sharp 
decline that has taken place in the reserves-import ratio. At the beginning of 
the First Plan (April 1951), the external assets of the Reserve Bank (foreign 
securities and gold, valued at the present official price) were nearly 154 per 
cent of her annual imports. The rise in imports and fall in reserves that 
took place during the First Plan combined to take the percentage down to 
114 at the end of March 1956. The sharp changes that have taken place since 
then have made the ratio extremely small: at the end of July, 1959, the reserves- 
import ratio stood at about 27 per cent 7.e., the reserves were adequate for 
financing a little over three months’ imports only. 

If the prospect of a drastic reduction of the Plan outlays and thus of the 
domestic excess-investment pressure are ruled out, the main problem for 
India will be to attract donations and investments from abroad. While the 
present Sterling Area arrangements are not hindering capital inflows in any 
way, any modification may have its own special effects and the main con- 
sideration for India would be how these special effects would react upon her 
payments position and upon her ability to get equilibrating capital inflows. 


‘ Britain Alone’ 


The policy of ‘ Britain Alone’ means in effect the secession of Britain 
from the Sterling Area and this naturally means the dissolution of the system. 
The effects of such a policy on Britain have been discussed in detail by Mr. 
Scott. For a country like India, such dissolution would mean that the relaxa- 
tions of exchange restrictions in favour of Sterling Area countries as such 
would have to disappear, though there may be special facilities for remittances 
to and from Britain and such other countries with which special links exist or 
are desired. 

It is likely that the present practice of re-investment in India of profits of 
the British firms operating in the country would continue even after the 
Sterling Area had been dissolved and that the mere fact of dissolution would 
not affect capital inflows into India from Britain. The inflow of aid from 
Australia and other countries (under the Colombo Plan) depends more on 
the Commonwealth links than on the Sterling Area links and one presumes 
that such aid would not be reduced if the Sterling Area were dissolved. 

Even if the adoption of a policy of Britain Alone meant a deliberate 


1 This leaves out India’s claim of Rs. 300 i iti 
ee crores on Pakistan for the pre-partition debts 
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attempt to reduce the flow of capital and aid to the rest of the Sterling Area, 
the total effect on India would not be likely to be very serious, because the 
major part of her inflows of capital and physical and technical aid comes from 
the international institutions and the U.S.A. According to a recent survey 
undertaken by the Reserve Bank of India, the I.M.F. and the World Bank 
provided Rs. 105.6 crores to the Government of India and Rs. 32 crores to the 
private sector in 1957. The United States provided Rs. 116.9 crores and 
Rs. 10.4 crores respectively to these two sectors in the same year. The share 
of the total contribution of the international institutions and the U.S.A. to 
the total funds received was 98 per cent for the official sector in 1957. The 
corresponding percentage in the private sector was 91 (Table III). The 
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CaPITAL INFLOWS INTO INDIA 
(In Rs. Crores; 1 Crore = 10 million) 


From 1956 1957 1958 
IMF/IBRD: 
Official aT = art <= 0.3 105.6 29.4 
Private... ae aie — = 12.1 32.0 N.A 
U.S.A. Official... s. _ sa ae 23.4 116.9 74.1 
Private... eit Sis — Ke 71 10.4 N.A 
Ork Official” .+- sf ae Se a 0.2 —7.8 23.7 
Private... a oe ds se 15.7 6.3 NA 
W. Germany Official... _ e, ane — 0.6 19.8 
Private ae So 0.2 0.8 N.A 
U.S.S.R. Official... ote abe ya 1.1 12.2 39.3 
Private... Bis wats ays — — N.A. 
Other Countries Official oe 5 _ —1.1 —1.2 14.7* 
Private... ae a 1.7 —0.6 N.A. 
Total Official see Eee Ace ape +85 23.9 226.3 201.0 
Private) ;.<s. =: aaa ae Bee 36.8 48.8 35.0(est.) 


* Mainly Canadian Wheat Credit. 

Private sector figures exclude flows of banking funds. 

Source: Reserve Bank of India Bulletin, June, 1959. 
contribution of the U.K. and other Sterling Area countries to India’s capital 
inflows has been generally small in recent years. To the extent that such 
inflows come from considerations other than purely financial, the dissolution 
of the Sterling Area would not mean much serious effect. And to the extent 
that the profits earned in India are re-invested, these would also be likely to 
continue unless severe penal tax measures were adopted in Britain for profits 
earned abroad and not brought back home. 

The proposal that a Britain Alone policy should be combined with 
measures ‘to fund, block or repay’ some of the sterling balances would 
however raise new issues. Repayment should mean for India either acceler- 
ated imports from countries accepting sterling or financing of imports from 
sterling balances rather than through other types of arrangements. If repay- 
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ment simply meant payment of gold and dollars to India, there could not be 
any objection. The only case of difficulty would be one in which repayment 
were tied with imports from Britain: the whole question of commodity- 
categories and absorptive capacity in India for goods that can be exported by 
Britain would then come to the forefront. 

Funding would naturally be a matter of arrangement between Britain 
and India. It is not likely that India would easily agree at the present level of 
her liquid balances and even the proposal of blocking the ‘ excess balances ’* 
and guaranteeing the gold value of the remainder would not meet India’s 
objection. The main problem of India now is not a gold or dollar problem 
‘but one of an over-all smallness of liquid external assets. If the United 
Kingdom unilaterally dissolved the Sterling Area and blocked the sterling 
assets, adjustments of a drastic nature would have to be made by India. It is 
however more likely that the break-up would come (as it came in the political 
field) through negotiations in which the I.M.F. would also be a party. And 
in that case, and especially if the ILM.F. were willing to give the necessary 
support, the effects of a Britain Alone policy need not be very serious for 
India. 

The main disadvantage to India would be that of a sudden break in the 
payments procedures and banking relations with other countries. But even 
here experience is being gained by the Indian bankers and the period of 
transitional difficulties need not be very long. It is also worth noting that if 
Britain retained her present ‘ convertibility ’’ regulations even after the dis- 
solution of the Sterling Area, India’s new earnings of sterling would be non- 
resident sterling and hence convertible into dollars. 

India’s position can thus briefly be summarised in the following three 
propositions: It is not likely that India would positively benefit from a 
dissolution of the Sterling Area; India would not suffer much from such dis- 
solution; and the major difficulty would be the transitional one of adjusting 
payments procedures and exchange control regulations. 


‘ The Sterling Club’ 

At the other extreme is the proposal for a thorough-going currency club 
with a sharp discrimination between members and non-members. Mr. 
Scott has shown that Britain’s benefits from such a scheme would not be 
considerable. The main argument for a club is free mobility of goods and 
funds among members and a common defensive policy against undesirable 
influences coming from outside the club. The ideally best club is of course 
the whole world; an international monetary organisation with a common unit 
of account should be able to achieve for the world all the benefits which a 
club might yield to a group of countries. The reasons explaining why a one- 
world solution is not possible are also the reasons against a club of the type 
proposed. : One essential requirement is complementarity among the members 
and here one notes that there is a large measure of competition within the 


1 Assuming that excess balances can be defined. 
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Sterling Area. Besides, the degree of defence necessary against the non- 
sterling world it not the same for all Sterling Area countries. 

India, for example, is coming to rely more and more on the non-sterling 
countries and the single fact of the large capital flows from the dollar area 
would tell against the desirability of her joining a Sterling Club. 

One of the major advantages of the present arrangements is the inde- 
pendence that every member has in regard to major policies. Any country 
outside the Sterling Area can enter into almost any type of agreement with 
a Sterling Area country and this gives the whole system a degree of flexibility 
which would be lost in a club. A club would be desirable for India if it could 
meet a very large part of her commodity and capital requirements. As things 
stand now, even if a Sterling Club would take care of a large part of India’s 
balance of payments on current account, there would be a case for her joining 
another club which would take care of the capital account of her balance of 
payments. 

The large measure of diversity existing at present among the Sterling 
Area members would make a club satisfactory to all unworkable; and a club 
workable in practice would either be unsatisfactory to some members or a 
loose-bound one not dissimilar to the existing system. Mr. Sargent’s proposal 
for a closer association of the members of the club in the management of the 
central reserves would have neither the advantage of a truly international 
coverage nor that of having generally accepted policy decisions coming from 
countries with well-defined common interests. 


Flexible Rates 

The third proposal examined by Mr. Scott—that of making the exchange 
value of the pound flexible by 3 per cent either way in any twelve-month 
period—may be combined either with the present Sterling Area arrangements 
or with the policy of ‘ Britain Alone’. If the present Sterling Area arrange- 
ments are all retained and if the rupee and other member-currencies are to be 
devalued or revalued along with every change in the value of sterling the 
Sterling Area in effect becomes a currency club and all the difficulties 
of such a club among a number of non-complementary economies would 
become evident. The Sterling Area is not an organisation for which one can 
clearly and unambiguously define what the ‘ Sterling Area requirements ’ are. 
A unified flexible exchange rate policy for all members can be justified only 
on the basis of the existence of such well-defined ‘ requirements’, taking 
trade and capital needs together. 

If on the other hand Britain adopted a policy of flexible exchange rates 
after dissolving the Sterling Area, the problem for the members like India 
would be one of choosing their own exchange rate policies independently. 
The choice of an independent policy would not preclude the maintenance of 
the link with sterling as far as, and as long as, it is found desirable to do so. 
In fact, the value of the pound itself may not necessarily fluctuate consider- 
ably even if a policy of flexible exchange rates has been adopted by Britain. 
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The important point for India is that in her present position, a policy of 
flexible exchange rates in regard to the rupee is likely to do more harm than 
good. There is first the difficulty of deciding the extent of value-change that 
would be required at different times, especially when the major part of the 
Indian demand for foreign exchange is not an ordinary market demand 
directly sensitive to price-changes, but demand coming from the Govern- 
ment for paying for the Plan imports. India’s import demand is largely 
autonomous, determined by considerations in which prices are not always 
the most important element. Secondly, it is doubtful if in the present 
conditions of the Indian cost-structure and in the demand situation in the 
world’s markets, India’s exports can be stimulated substantially by exchange- 
rate adjustments. 

The compensatory adjustments to the balance-of-payments effects of the 
future Plans will have to come through the capital account and, therefore, the 
most important exchange rate policy for India is one which will maintain 
large net inflows of long-term capital. There is the important consideration 
that neither the I.M.F. nor the I.B.R.D. is likely to look favourably on a 
policy of flexible exchange rates in India, whether followed jointly with 
Britain or independently. The inflow of private foreign capital into India is 
small now but a country in India’s position has to take all steps to encourage 
an increase in the inflow. A floating exchange rate or even a system with 
some constraints on flexibility would be likely to create uncertainties among 
foreign investors and the net imports of private foreign capital would be 
likely to fall. This is not to say that the present par value of the rupee will 
always remain appropriate; it is only emphasized that changes should not be 
made unless they are absolutely essential and no other alternatives are avail- 
able. 


Conclusion 

Taking all considerations together, it would seem that, for India at least, 
the present arrangements are the best. They give many of the advantages of 
a club, without affecting the ability of the members to compete among 
themselves and to adopt particular policies to suit their individual require- 
ments. They maintain easy payments relations with countries historically 
linked with India and, at the same time, ensure substantial independence of 
action. India’s dollar-receipts from the central reserves have not in the aggre- 
gate been less than what she could have got if she had maintained an inde- 
pendent dollar account. And, the existence of the Sterling Area links has 
not in any way affected the inflow of capital from non-sterling countries. 

It is not always remembered that the only official definition of the rupee 
is in terms of its par value established with the I.M.F. and that the Fund 
does not officially recognise the existence of the Sterling Area. If the present 
system has to be changed at all, the best alternative for India will be to con- 
tinue with the legal form in operation now—an independent currency linked 
with the other currencies under the standard I.M.F. rules, with a fixed par 
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value and with the usual rights to change it under suitable conditions. Even 
with a fully independent currency, some of the advantages of the present 
Sterling Area arrangements can be maintained, provided Britain does not 
block the sterling balances. 

This last-mentioned step would be likely to lead to a strong demand in 
India for retaliatory measures, especially when it is well-known that British 
assets in India are much larger than her liabilities to India. If on the other 
hand the I.M.F. takes over the obligations of Britain, or there is an agreed 
arrangement with India in regard to the liquidation of the balances, there is 
no reason why India should object. The importance of the Sterling Area to 
India is not now as great as it was ten or even five years ago. But, at the same 
time, the smallness of India’s foreign reserves means that any measure of 
blocking these reserves would seriously restrict the range of effective opera- 
tion. If the present Sterling Area arrangements do not continue, the most 
immediate problem for India will be to secure the liquidity of her present 
foreign balances. 
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Calcutta. 
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IRAQ 


By F. SHEHAB 


(1) 

Towards the end of June, 1959, the Iraq government formally severed 
Traq’s ties with the Sterling Area?; thus was brought to a close a phase of her 
recent monetary history which had lasted for nearly three decades. The 
purpose of the present paper is to discuss the reasons that led Iraq to take this 
step. It is not primarily intended either to support or to refute any of the. 
three lines of thought outlined in Mr. Scott’s contribution. It is, rather, a 
case-study of Sterling Area membership as experienced by a ‘junior’ 
member of the club. It endeavours to focus attention on the disadvantages 
of this experience as seen from the viewpoint of this member. For reasons of 
convenience the discussion will be preceded by a general review of the devel- 
opment of the monetary system in Iraq; the main arguments of the protagon- 
ists of the Sterling Area will then be considered against this background; and, 
finally a broad appraisal of Iraq’s decision will be attempted. The whole 
discussion will necessarily be confined to the essentials and only the relevant 
aspects of Iraq’s monetary developments will be outlined here. 


(11) 

For more than a decade following the establishment in 1921 of the new 
state of Iraq, the country’s currency formed an integral part of the Indian 
monetary system. A remnant of the British occupation during the first world 
war, this arrangement was continued under the mandate as a temporary 
measure, partly in anticipation of a period of stability to follow the financial 
upheavals which many countries experienced after. the war and partly in an 
attempt to reach agreement as to the type and location of the monetary 
authority to be in charge of the new currency. It seems safe to say that the 
mandatory power was none too anxious to retain this temporary measure 
which it regarded with disfavour not only because it ran counter to the 
‘natural desire of the people’ to have a currency of their own, but also 
because the cost of maintaining the rupee fell on the Iraqi treasury which had 
no share in the profits derived therefrom by the Government of India.? 
This is not to say, however, that the mandatory power was eager to see the 
young state pursue an independent monetary path of its own. For apart 
from considerations of Britain’s own self-interest (to which reference will be 
made later), such a policy, in the unpropitious and perturbed circumstances of 
the times, would have involved many hazards for a state lacking in financial 


experience. . a 
However, Britain was not alone in her concern over Iraq’s aspiration to 


1 The Financial Times of June 23rd, 1959. 
2 OK. fiverimients Special Report to the League of Nations on the Progress of Ivaq 


during the Period 1930-31 (Col. No. 59 of 1931), pp. 127-28. 
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set up her own national currency. For during the few years when the gold 
standard was being given what proved to be its final trial in Britain, there 
raged in Iraq a heated public debate over the projected national currency— 
a debate from which one thing emerged clearly: namely that, while the 
nationalists demanded an independent curency, the mercantile classes whose 
confidence the Indian rupee, with its relative stability, had won, opposed the 
change.! The long-winded debate finally brought forth the Currency Act of 
1931 which was contrived to conciliate all three parties concerned, the nation- 
alists, the mercantile community, and the mandatory power. For, while the 
mere introduction of a new currency was in itself some sort of a gain to the 
nationalists, the Act contained certain features which appeased the other two 
parties. In order to maintain the mandatory power’s control over the new 
currency, the Act vested all powers of curency issue and management in a 
special autonomous five-man Board, located in London, which consisted of 
two representatives of the three (foreign) commercial banks then operating 
in the country, two representatives of the Iraqi Government and one of the 
Bank of England. Further, to allay the apprehensions of the mercantile 
community and presumably to appease the mandatory power also, the Act 
tied the new currency to the pound sterling in three ways: it fixed the 
rate of exchange of the dinar, the new monetary unit, at par with the pound, 
and since the gold standard was still operative, the dinar was placed at the 
same gold-parity as that of the pound (z.e. 7.322382 grams); it guaranteed ready 
convertibility into sterling; and, finally, it authorized the investment of the 
currency cover in public (or state-guaranteed) securities of countries whose 
currencies were convertible to gold. 

The Act did not come into effect immediately in view of the uncertainty 
of the monetary situation in Britain. After the latter had finally abandoned 
the gold standard in the autumn of that year, the Act was promptly amended 
in two important respects: (i) the dinar’s gold-parity was dropped completely 
and (ii) to the list of securities in which the new currency cover could be 
invested were now added those redeemable in sterling. Currency cover 
could thus consist of gold, foreign exchange and foreign (including sterling) 
securities. As between these components of the currency backing, no 
proportion was specified. Article 16 simply prescribed that the Currency 
Board should ‘ invest its assets in securities of or guaranteed by States with a 
currency convertible into gold or pound sterling’? This meant that in practice 
the Board were vested with boundless discretionary powers in the choice of 
investment of reserves and it is significant that throughout the period during 
which the foreign-dominated Board were managing Iraq’s new currency, 
all reserves were invested in sterling securities. 

Inter-convertibility between the pound and the new currency remained 
and a clause to that effect was inscribed on the new notes; a maximum rate 


1 Details of the controversy will be found in A. R. Jalili’ 
(Arabic) Clizo, 1946, chap y. y in Jalili’s The Monetary System of Iraq 
* Italics denote the subsequent amendment of the Act. 
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of commission to be charged by the Board was fixed; and the sum of £10,000 
was laid down as minimal in each transaction. 

Thus, while the initial version of the Act of 1931 had based the new 
monetary system on a gold exchange standard, and its amendment had 
substituted for this a dual (gold and sterling) exchange standard, Iraq’s 
: inadvertent entry into the sterling ‘alliance’ was, in fact, the result of a 
combination of two factors. The first was inter-convertibility, originally 
introduced as a means to inspire confidence in the dinar without jeopardizing 
its independence (which it could have enjoyed, had Britain remained on the 
gold standard). The second was the Currency Board’s decision to confine 
investment of their assets to sterling securities. The two factors were inter- 
dependent and between them were responsible for the dinar being nothing 
but sterling in disguise. 

(IIT) 

Let us now attempt a broad appraisal of the new currency system, con- 
fining ourselves at this stage to the system as it was operated in the inter-war 
years. No doubt the stability of the new currency, attributable admittedly 
in no small a measure to its ties with the pound, inspired confidence both 
internally and externally and helped dissipate all early misgivings felt by the 
mercantile community who had opposed the change. This achievement in the 
midst of a world-wide depression and close upon an epidemic of currency 
failures merits recognition. It was a definite gain to Iraq, and to it should 
be added two further advantages: namely, the low cost at which claims 
between Iraq and other sterling countries (which accounted for a substantial 
part of Iraq’s foreign trade transactions) could be transferred and settled, and 
the ready access to the London capital market with the relatively easy terms 
on which credit could be obtained. The importance to Iraq of these advan- 
tages will be considered later, but it is relevant to say at this point that they 
can be, as indeed they have been, exaggerated. 

On the other hand, as against these gains there were serious disadvantages 
which should be recognised. To begin with, by fixing the dinar’s value at par 
with sterling, the Act made the dinar unduly dependent on the pound whose 
rate of exchange could only be determined by Britain’s economic interests 
which, naturally enough, differed widely from those of the primary producing 
Iraq. Thus when, following Britain’s departure from the gold standard, 
several countries devalued their currencies in varying proportions to sterling 
devaluation, the exchange rate of the dinar remained unduly high in relation 
to those currencies as a result of its fixed parity with the pound. As a conse- 
quence some of Iraq’s major exports (e.g. dates, second largest item on the 
country’s list of exportable commodities) to such countries as Japan suffered 


a great deal.” 


1 Commission could not legally exceed 1 per cent; in practice it did not rise above 
one-eighth of 1 per cent on the conversion of sterling into dinars. Conversion of the latter 
into sterling was free of charge, unless remittance to London was required to be effected by 
cable in which case the commission was also one eighth of 1 per cent. ; , 

2 This point is discussed at length in Dr. M. H. Jamil’s: Iraq's Trade Policy (Arabic), 
Cairo, 1949, chap. viii, pp. 330-42. 
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Secondly, automatic convertibility between the two currencies—a 
salient feature of Iraq’s membership in the sterling club—deprived the new 
currency of one of its main regulators. For it is a matter of common know- 
ledge that in their effects on the money market, foreign exchange operations 
resemble purchases and sales of securities by the central monetary authority. 
As such, therefore, these operations should be used not only as a means of 
financing foreign trade but also (and especially in countries such as Iraq 
where there does not exist a developed money market) as an instrument for 
regulating money market conditions. This was not done in Iraq where 
money supply was left to be determined in haphazard fashion by the balance 
of payments. And the situation was rendered even worse by the practice of 
commercial banks (which were exclusively expatriates at first and remain 
largely so at present) of investing a substantial part of their assets so as to keep 
a considerable amount of their reserves in London. Under automatic 
convertibility this made them not only independent of the central monetary 
authority but also, by transferring any amount of their foreign holdings into 
Iraq, capable of controlling credit expansion at will. In other words, auto- 
maticity rendered the central monetary authority completely ineffective. 

Finally, the Act excluded domestic securities from currency cover which, 
it will be remembered, was confined to foreign securities and gold. As the 
Currency Board saw fit to dispense with the latter and conveniently inter- 
preted the former as being exclusively sterling, the new currency cover was 
confined in practice to British and British colonial securities. This had three 
consequences: it precluded the use of open market operations as a means of 
monetary control and thus made the central monetary authority completely 
incapable of influencing total money supply; it placed Britain in full control 
of Iraq’s international payments and therefore foreign trade (since Iraq could 
obtain foreign exchange other than sterling only through the Bank of Eng- 
land); and, finally, since this episode preceded the era of rapidly expanding 
oil production and revenues, these arrangements led to an absurd situation 
in which, denied the employment of her own assets, Iraq was made to invest 
in such remote territories as Tanganyika, the two Rhodesias, Kenya and 
Jamaica. This apparently is the land overflowing with milk and honey, prom- 
ised by the advocates of the Sterling bloc to which Iraq was led by using 
London as her banker. The situation now obtaining in Kuwait where the 
latter’s superfluous resources are denied to the less fortunate states in the 
Middle East is, in some respects, reminiscent of that which existed in Iraq 
in the thirties. Both predicaments, it is well to remember, were contrived 
and carried out under British guidance. 


(IV) 

So much for the legal framework of the new currency. Let us now see how 
it worked in practice. War-time developments and subsequent events are 
particularly significant in bringing out some of its characteristic weaknesses. 

The first of these developments was the exclusion of Iraq from the Sterl- 
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ing Area in May, 1941.! This followed the outbreak of hostilities between 
Iraq and Britain which led the British Treasury to announce that all trans- 
actions with Iraq had to be referred to the Bank of England. This meant 
that, for all practical purposes, Iraqi accounts with British banks ‘ have been 
effectively immobilized. ’? This episode lasted for a few weeks and after the 
. restoration of normal relations with Britiain, Iraq was re-admitted to the 
Sterling Area and the ban on her accounts was lifted. However, to Iraq the 
lesson of the incident was unmistakable. Britain’s position as an ‘ inter- 
national banker ’ and her position as a major political power were inextricable, 
and naturally enough she could not be expected to refrain from bringing 
pressure to bear on her customers should this be warranted by her self- 
interest as was the case here. For Iraq this raised an inevitable question: 
considering that political circumstances will always remain a factor influenc- 
ing Britain’s relations with her customers, is it really safe to invest in British 
securities? Informed British spokesmen to whom the question is put main- 
tain that, since the episode under discussion was exceptional and its recurrence 
is now highly unlikely, it can hardly constitute a precedent by which Iraq 
should be guided. Moreover, theoretically at any rate, the risk of sequestra- 
tion is present in all international financial transactions so long as they are 
carried out between subjects of states capable of being at war with each 
other, and yet this does not prevent such transactions from taking place. 
Take, for instance, the last war: the outbreak of hostilities interrupted 
innumerable financial transactions and temporary sequestration of assets had 
to be resorted to by belligerents until the war was over. This did not prevent 
the resumption of financial and commercial intercourse after the war. This 
line of argument, however, misses an essential point. For it is not so much the 
wisdom of investing in British securities as that of investing all of Iraq’s 
reserves in these securities that is at issue. Naturally, for practical purposes 
a certain amount of Iraqi assets should be left (or invested) in Britain to 
finance Iraq’s foreign trade; but this is not to say that Iraq’s foreign assets 
should be exclusively held in sterling securities. 

The other developments in this phase are related to the practice of inter- 
convertibility to which reference was made earlier. From the middle of 1941 
onwards Britain took advantage of this convenient device to finance her 
purchases of foodstuffs and other materials and defray the expenses of such 
services as were supplied to her by Iraq (notably labour and communications). 
As a consequence of this military expenditure over which Iraq had no control, 
the Currency Board’s sterling assets rose from £4.79 mn. at the end of the 
fiscal year 1938-39 to £43.5 mn. at the end of the year 1944-45. In addition, 
assets of commercial banks, firms and other concerns accumulated to an 
estimated sum of £26 mn. which brought Iraq’s total sterling assets to about 
£70 mn.‘ As was to be expected under a monetary system so susceptible to 


1 The Times, May 6th, 1941, 4c and we of May 8th, 1941, 9b. 

2 The Economist, May 17th, 1941, p. 662. : 

3 Total expenditure ey British forces in Iraq has been put at £63.9 mn. during 1941-4, 
the peak year being 1943 when expenditure in that year alone amounted to £30 mn. See 
A. R. Prest, War Economics of Primary Producing Countries. (Cambridge, 1948), p. 200. 

4Cf. Phillip W. Bell, The Sterling Area (Clarendon Press, 1956), Table 1, p. 22. 
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changes in the balance of payments, money supply reacted typically: by the 
end of the war notes in circulation increased by 858 per cent and bank deposits 
(including savings as well as demand deposits) by 1047 per cent as compared 
to their preewar (August, 1939) levels. As output hardly increased signifi- 
cantly and imports were severely cut down owing to war-time shortages and 
shipping difficulties, prices shot up in a startling manner. According to data 
compiled by one oil company, wholesale prices reached their peak of 636 in 
1943 (Dec. 1938-August, 1939100); but as imports from the region re- 
placed those from belligerent countries and allied forces’ expenditure tapered 
off, the price level began to decline steadily until, by the end of 1945, it 
reached 488. It should be noted that these figures do not reflect the full infla- 
tionary impact to which the country was exposed, partly because the oil com- 
pany’s price index has been weighted according to pre-war expenditure by a 
labourer’s family of four (‘ and therefore is subject to all limitations imposed 
by war-time cuts in imports of staple items ’) and partly because it has been 
constructed on the basis of controlled prices when black market prices ‘ were 
far more the rule than the exception ’.1 Despite these two limitations, the 
figures bring out an important fact: until the end of 1942 the price level rose 
faster than money supply. Official (but unpublished) data secured by the 
present writer confirm this conclusion with one modification: the period in 
which this phenomenon was evident included 1943 as well. Now, the explan- 
ation of the lag between the rise of money supply and that of price index must 
lie in an accelerated velocity of circulation caused by lack of confidence in 
the currency. This conclusion is borne out by the fantastic records registered 
by real estate prices which increased by as much as 6 to 15 times their pre- 
war equivalent. And the lack of confidence in the currency is not hard to 
understand; it plainly reflects the greatly diminished advantage to Iraqis of 
holding their assets in sterling whose purchasing power in those years (and 
indeed for a long time to come) was seriously restricted. 

If the foregoing holds, it would seem curious, indeed paradoxical, that 
Dr. Prest, who observes this phenomenon of the price index rising faster 
than the money supply, should belittle its significance as a sign of the public’s 
distrust of the currency. In contending that fixed convertibility into sterling 
was ‘ an essential factor which prevented any headlong flight from currency ’, 
he seems to have missed the essential point that the distrust shown in the 
currency at the time was in effect a reflection of the greatly diminished 
confidence in sterling as an international medium of exchange. Dr. Prest’s 
contention that ‘there is little doubt that if any devaluation of the Iraq 
dinar had been effected or even rumoured in 1942, the country would have 
been well on the way to hyper-inflation ’? is quite irrelevant and therefore 
adds no support to his previous conclusion. For had the dinar been inde- 
pendent of the pound, with free or even controlled (or flexible as against 
fixed) convertibility, and with independent and varied cover instead of 
sterling securities, the question of devaluation would not have arisen. 


1 Prest, op. cit., pp. 205-07. * Loc, cit, 
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(v) 

We come now to the post-war years which saw a number of important 
developments. First there was the signing of an agreement with Britain 
releasing some of Iraq’s sterling balances. The arrangement, similar to those 
concluded with India (including Pakistan then) and Ceylon, is too familiar to 
warrant detailed description. Of Iraq’s total assets of about £70 mn., only 
£15 mn. were conditionally released over a period of five years beginning 
July 14th, 1947; the rest was left presumably as currency cover. Thus, 
currency cover, whose main function was to serve as international purchasing 
power, was under this arrangement immobilized. The apologists for this 
arrangement can argue, of course, that (i) since this agreement was mutually 
worked out, it is a safe assumption that Iraq’s foreign exchange requirements 
for import purposes must have been well taken care of; that (ii) even if 
Iraq’s total sterling assets had been released, they could not in any case 
have been used up if only because of acute shortages at that time in most 
industrial countries which prevented them from meeting all overseas demand 
for imports; and (iii) that in any case this arrangement was only necessitated 
by an exceptional and temporary stringency which, with the co-operation of 
Britain’s creditors, could be—as indeed it was—overcome, so that these 
assets were pretty nearly unconditionally released (and released in their 
entirety) when circumstances permitted Britain to do so. 

The flaw in this argument is that its exponents forget that Britain’s 
responsibilities towards her creditors are not those of an ordinary debtor. 
Her responsibilities towards them are derived from her role as their banker, 
and it is in this light that her behaviour should be judged. Britain’s failure to 
provide ‘ ready cash’ (or its equivalent in goods) on demand hardly differs 
from suspension of cash payment by an ordinary banker, especially since the 
terms on which she incurred these liabilities specified nothing as to the 
phasing or scaling down of these commitments. Some may be inclined to 
dismiss this point as being rather academic. Instead, they may argue, Britain’s 
behaviour should be judged by a more realistic standard which takes account 
of her economic and financial position after the war. Yet even by this 
standard the arrangement for the release of Iraq’s balances was far from 
satisfactory. Of Iraq’s total sterling balances only slightly more than one 
fifth was released over a period of five years, or just over 4 per cent of her 
assets per year—not exactly a generous treatment considering the hardships 
which the country had to experience and the dislocation which her economy 
had to suffer as a result of the process in which these assets were accumulated. 

Secondly, there was the inception of the Central Bank of Iraq. The 
Currency Board which managed Iraq’s currency for nearly two decades, was 
intended as an interim measure, the termination of the Board’s work being 
embodied in the 1931 Currency Act. Article 24 of that Act prescribed that 

1 After 1952 there was only a gentleman’s agreement to the effect that Iraq would have 
available all her requirements for foreign exchange provided that Iraq, in turn, would 


finance her imports with due regard to the balance of payments position of Britain and 
the Sterling Area in general, 
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the Board would cease functioning upon the establishment of a national 
bank of issue. However, this was not to take place until after the war when 
in 1947 a new Act was passed for this purpose.’ This also necessitated certain 
alterations in the Currency Act of 1931 which was accordingly amended in 
further legislation. While these two Acts effected no sweeping and immediate 
changes in practice, they nevertheless did alter the legal framework of the 
currency system in a significant manner and paved the way to the liberation 
of the national currency from the serious restrictions imposed upon it in the 
manner we have seen. As such, they are important landmarks in the evolution 
of the currency system. 

The most significant changes introduced in this phase were (a) the aboli- 
tion of fixed inter-convertibility between the dinar and the pound, and (4) the 
alteration of the composition of currency cover. With regard to the former, 
Article 6 of the new Currency Act (No. 42 of 1947) simply authorised the 
central bank to issue dinars in Iraq on demand against payment of gold or 
foreign exchange at rates to be announced from time to time by its Board of 
Directors provided the difference between the rates of sale and purchase did 
not exceed 1 per cent. As to the latter, besides gold, foreign exchange and 
foreign securities, the new Act now added Iraq Government securities (for 
not more than 30 per cent of the total currency in circulation) as a component 
of currency cover. Thus, for the first time since the introduction of the 
national currency, the central monetary authority was permitted the- use of 
two measures that could influence the supply of money: notably the right to 
deal in foreign exchange and to engage in open market operations. 

However, for at least the next ten years these reforms entailed no sub- 
stantial changes in practice. Fixed convertibility was maintained as before 
and the dinar continued to be at par with the pound so that, following the 
devaluation of the latter in 1949, the dinar was devalued too and its gold 
parity (which had been restored in 1947) had to be reduced from 3.58134 to 
2.48828 grams of pure gold. The currency cover too continued as before, 
for a sudden and radical change in its composition was not feasible owing to 
the acute shortage of hard currencies which the Sterling Area was facing at 
that time. Consequently, after the expiry of the five-year agreement to which 
allusion has been made, a new ‘ gentleman’s agreement’ was reached with 
Britain whereby Iraq was given unrestricted access to the Sterling Area’s 
gold and dollar pool against her undertaking to exercise self-restraint and to 
have recourse only sparingly to this source of foreign exchange. The subse- 
quent changes in the direction of Iraq’s imports indicate how restrictive the 
association with sterling countries had been. Imports from the latter which 
constituted 48 per cent of total Iraq imports in 1952 gradually fell to 36.4 
per cent, and those from other countries, notably members of O.E.E.C., the 
Arab League and others (Japan, Czechoslovakia, etc.) rose from 33.1 per 
cent to 48 per cent respectively.* This relative freedom which Iraq’s foreign 


? The actual establishment of the Central Bank was put off until July ist, 1949, 
; 2 Imports from dollar countries, however, declined from about 18 per cent in 1952 to 
just over 14 per cent in 1957. (All data are calculated from figures published in the Central 
Bank’s Quarterly Bulletin, for the years 1954-58, passim). 
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trade acquired coincided with a new development, the revision of the oil 
agreements which increased Iraq’s revenues by leaps and bounds and led, 
in turn, to a new and rapid accumulation of sterling assets. This strengthened 
Iraq’s hand in pressing for another concession: the building up of ‘ her own’ 
reserves of non-sterling assets. As a modest start the Central Bank of Iraq 
‘ obtained the consent of the U.K. to maintain a modest working balance of 
U.S. dollars not exceeding the equivalent of £2 mn.’! These assets rose 
from I.D. 2.7 mn. in 1952 to I.D. 22.11 mn. in 1958, or from 2.3 to 17.8 
per cent respectively of Iraq’s total foreign assets.? 

As to the Central Bank’s power to influence money supply through 
variation of its fiduciary issue, a rudimentary attempt was made in this 
direction when the Bank’s holdings of public securities which stood at I.D. 
5-6 mn. (or 13.6 per cent of its total assets) in 1949 were allowed to decline 
to I.D. 5.3 mn. (or 10 per cent of its total assets) in 1952 and then permitted 
to rise gradually until they reached I.D. 28 mn. (or 20.3 per cent of its 
total assets) in 1958. But as this aspect of the monetary development falls 
outside the scope of the present discussion no more need be said about it 
except that this device for monetary control also proved ineffective in practice, 
not so much for lack of an institutional framework within which it could have 
been operated as because the Central Bank showed undue diffidence in 
deviating from the old system of automatic convertibility which had been in 
force under the 1931 Act. While automatic conversion continued, the 
supply of money would always be determined from without. 


(V1) 

Having outlined the development of Iraq’s monetary system, let us now 
examine the main arguments in favour of Iraq’s continuing membership of 
the Sterling Area. For these we shall have to rely on Professor Carl Iversen, 
the noted Danish economist, who is the chief protagonist of this point of 
view. His argument may be summed up as follows: 

On the assumption that Iraq’s exports will, for some time to come, 
consist (as they do now) chiefly of oil and dates and a few staple agricultural 
commodities (e.g. barley and cotton), that sterling will remain inconvertible 
and that the 1952 gentleman’s agreement with Britain will continue to be the 
basis of Iraq’s association with the Sterling Area, Iraq will, by keeping her 
membership card, have the advantages of using both previous sterling assets 
and current earnings in payment for purchases in a wide group of countries 
(i.e. the Sterling Area) as well as in a number of others connected with the 
area through the E.P.U. mechanism, besides the further advantage of 
financing her other purchases through the Sterling Area common pool of 
gold and hard currencies. Of course, Iversen admits, this latter arrangement 
may not always meet Iraq’s full requirements, but ‘it should be taken into 

eae ree. A eats no gold holdings whosees that of 1986 tncludes LD. 11.97 ma, 
of gold, 
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due account . . . that European countries are gradually becoming able to an 
increasing extent to supply many goods at prices which are sufficiently low to 
compete efficiently with dollar goods, thus making the importance of the 
right to draw dollars less urgent than hitherto.” 

On the other hand, in the event of Iraq’s seceding from the Sterling Area, 
either one of two situations will arise. Should the oil companies be asked to 
comply with the provisions of the foreign exchange legislation and accordingly 
surrender their foreign exchange earnings to the Central Bank, the latter 
will find itself with super-abundance of soft and not enough hard currencies. 
This is because well over half of Iraq’s oil exports are marketed in Western 
Europe and only a small fraction of them in dollar countries. A dollar 
shortage would, Iversen argues, seem inevitable not only on account of the 
excess of Iraq’s imports from over her exports to, dollar countries, but also 
because a considerable part of the oil companies’ own imports are paid for in 
dollars which, under the circumstances, will have to be supplied by Iraq too. 
Needless to say Iraq cannot look to the Bank of England for relief in this 
respect, since Iraq will no longer be within the Sterling Area. Nor can Iraq 
expect serious relief from the O.E.E.C. group of countries, since with 
continually increased world oil production, the oil industry is gradually facing 
a buyer’s market which will make it difficult for Iraq to insist on payment 
by her customers in convertible currencies. Indeed, this is the reason behind 
the government’s reluctance to exercise its right to demand payment of royal- 
ties in kind, since until 1953-54, no satisfactory opportunity could be found 
to justify such a policy. Nor is this all. Professor Iversen rightly points out 
that the financial power of the oil companies is a formidable force that should 
not be under-estimated and tacitly warns against any policy that aims at 
compelling these companies to comply with local foreign exchange legislation. 
With their control of vast oil resources in other countries, and their monopoly 
of refining, transportation and marketing of oil, these companies ‘ could 
direct Iraqi crude oil to whatever country they might prefer and thus influence 
the composition of Iraq’s foreign exchange earnings at their own discretion ’2. 

From this Professor Iversen concludes that Iraq’s departure from the 
Sterling Area will inevitably result in the substitution of an assortment of 
West European currencies for sterling assets as the currency backing, which 
will obviously constitute no gain for the country 

The other situation is encountered when Iraq leaves the Sterling Area 
without demanding compliance by the oil companies with Iraqi foreign 
exchange legislation. In this case Iraq’s earnings of foreign exchange can 
only be decided by negotiations with the concessionary companies and their 
respective governments. 

With regard to devaluation of sterling and the resultant loss to Iraq of 
part of her international purchasing power, Iversen contends that the risk 
is remote or, in any case not greater than that sustained by Iraq should her 
assets be held in other forms than sterling. This is because devaluation is 

1 Ibid., p. 200, *Tbid., p. 265. 
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resorted to only when the price rise in Sterling Area countries, particularly in 
Britain, is faster than in other countries—a very unlikely eventuality judging 
by price movements in the U.K. and the rest of the world since 1949. Indeed, 
‘while no significant risk of devaluation seems to exist as far as sterling is 
concerned, other countries might be more likely to take such a step.”! France 
is cited as an example, and the conclusion is drawn that should devaluation 
outside the Sterling Area take place, Iraq would stand to gain from such an 
eventuality. 

At any rate, should the pound be devalued, Iraq’s losses should not be 
exaggerated. Professor Iversen distinguishes between two types of assets: 
(i) sterling balances accumulated prior to devaluation and (ii) current earnings 
from oil and other exports which will accrue to Iraq after devaluation. In 
the case of the former, the diminution of purchasing power will naturally be 
confined to purchases from countries whose currencies will remain unaffected 
by devaluation; and even then the loss is not as great as it may appear, since 
“a number of other countries in the sterling area and in Western Europe 
would probably follow suit in case of a sterling devaluation, so that sterling 
balances would retain their former purchasing power vis-a-vis products of 
those countries ’. Moreover, devaluation is likely to place the U.K. and the 
rest of those countries whose currencies will be devalued, on a favourably 
competitive basis against countries whose currencies will remain unaltered, 
“so that Iraq should have no need to buy in other markets to any large 
extent,*.? 

As to current earnings, Professor Iversen’s analysis seems to imply an 
adjustment of Iraq’s exports prices which would naturally ‘ mean that 
Iraq’s current income from . . . (her) exports would increase in terms of 
sterling. So far as this income were used in other currencies, which had not 
devalued, it would have the same purchasing power as before, whereas its 
purchasing power vis-a-vis British goods would have improved.’ The loss 
of purchasing power through devaluation is thus dismissed as being ‘ very 
moderate ’ indeed. 

Finally, Professor Iversen goes on to discuss Iraq’s position in the event 
of sterling convertibility being restored. Here his basic assumptions are (i) 
that Iraq’s exports remain the same as in the previous analysis and (ii) that 
convertibility of the pound is confined to current earnings of countries outside 
the Sterling Area. Here too Professor Iversen asserts that it will be to Iraq’s 
advantage to retain her Sterling Area membership as this would improve her 
international liquidity. For, as the immediate impact of convertibility is 
bound to strain the Sterling Area’s resources of hard currencies, he argues, 
the U.K. would ‘ attempt to persuade other member countries to accept a 
restriction of the facilities now existing ’ for their hard currency expenditure; 
but as such an attempt is bound to be resisted and equality with non-member 
countries be demanded, ‘ the U.K. will have to give way to such demands, at 
least to a certain extent, thus making the liquidity position of the rest of the 


1 Tbid., p. 261. 2 Tbid., p. 262. > Loc, cit, 
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Sterling Area somewhat better than it is now’.' On the other hand, should 
Iraq decide to leave the Sterling Area, the position will depend on the type of 
currency in which payment of the royalties will be effected. Payment in 
convertible sterling will improve the country’s liquidity while compliance by 
the oil companies with local foreign exchange regulations will not, since in 
this latter case Iraq will be paid in soft inconvertible West European curren- 
cies instead of convertible sterling. 

As to the risk of devaluation under convertible sterling, Iversen concedes 
that it ‘ is perhaps a little higher than in the preceding case ’, since devaluation 
may be introduced as an effective measure to ‘ lessen the strain ’ on the Sterl- 
ing Area’s gold and dollar reserves and to improve the U.K.’s “ competitive 
power in the world markets ’.2 And even if devaluation is not introduced, 
as seems to be the consensus of ‘ competent observers ’, sterling exchange 
parities will probably be allowed to fluctuate (within at least the initial period 
following convertibility), ‘ without indication of the exact points at which the 
Bank of England will be willing to sell or buy dollars ’.* Iraq’s own position 
under convertible sterling after devaluation would be virtually the same as 
was outlined above: devaluation of other currencies as a result of sterling 
devaluation would make up for Iraq’s losses and would place countries with 
devalued currencies in a better and more competitive position as compared 
with those whose currencies continued on current parities. 

Should Iraq decide to leave the Sterling Area, her position will depend 
once more on whether oil royalties are received in convertible sterling, in 
which case ‘ the liquidity position will improve ’, or in the currencies of the 
countries where Iraqi oil will be marketed, which will result in a ‘ somewhat 
less satisfactory ’ liquidity position. The fate of Iraq’s sterling assets accumu- 
lated prior to convertibility and to her departure from the Sterling Area, in 
the event of devaluation, will be the same as that discussed above. Con- 
trariwise, departure from sterling before convertibility is restored will deprive 
Iraq of the facilities normally extended to R.S.A. by the Bank of England and 
will therefore be decidedly disadvantageous. . 

Summing up his recommendations as to Iraq’s future monetary course, 
Professor Iversen explicitly declares himself against Iraq’s secession from the 
Sterling Area prior to the introduction of convertibility. In fact even if 
sterling is made convertible and/or the composition of Iraq’s exports is so 
changed as to make the latter a net dollar-earner, Professor Iversen warns 
that improved international liquidity and reduced risk of depreciation of 
currency reserves which may be hoped for under an independent currency 
should be weighed against the significant loss of three distinct advantages 
inherent in the association with Sterling Area; namely, the fact that ‘ Iraq 
need not have special payments arrangements with foreign countries’, or 
“ operate a foreign exchange market; ’ that she has easy access to the London 
money and capital market; and that loyalty to the ‘ sterling area may create 
a certain goodwill for Iraq in the United Kingdom which may yield some 


1 [bid., p. 267. (Italics are Iversen’s). 2 Loc. cit. 3 Loc. cit. *Tbid., p. 268. 
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advantages so far as British commercial policy is concerned.’! ‘Thus,’ 
Iversen concludes, ‘the responsible political authorities should certainly 
think twice before they decide to leave the Sterling Area.’? 


(VII) 

Professor Iversen’s views are thus little more than a repetition—though 
especially adapted to apply to Iraq’s economic circumstances—of the familiar 
arguments generally advanced by such advocates of the Sterling Area as 
Professor Sayers. To an Iraqi writer they are challengeable on several 
grounds which we shall outline below. 

It is, however, well to remember at the outset that a discussion of any 
country’s connexion with a given monetary bloc is necessarily a question of 
long-term policy. Frequent changes of affiliations with different monetary 
blocs are obviously hardly conducive to currency stability and for this reason 
never a common practice. Considered in this light then, the question at hand 
should be regarded as one related to long-term trends and repercussions. 
Having said this, let us now proceed to examine Professor Iversen’s views. 

In the first place, the assumption that the composition of Iraq’s trade 
will remain unchanged is untenable, since it overlooks the considerable 
changes which the present development programme is designed to bring 
about in the balance of payments and foreign exchange position of the 
country. A large number of consumer goods are being, or planned to be, 
manufactured locally and pharmaceutical and chemical products as well as 
manufactured goods are being gradually added to the country’s list of exports. 
Now, this change may not immediately increase Iraq’s ability to earn hard 
currency, but it does entail two consequences. It gives Iraq a much wider 
scope for tne negotiation of her trade agreements with other countries; and 
this will necessarily alter the direction of her international trade. Recent 
trade agreements with the East European bloc, the U.S.S.R. and China are 
only the beginning of this rising trend. 

Secondly, in his discussion of the question of devaluation, Professor 
Iversen is again concerned with short-term considerations. He forgets that 
the devaluations of sterling which have already taken place twice in less than 
two decades resulted, as we have seen, in the reduction of the dinar’s gold 
parity from 7.322382, to 2.48828 grams and that the possibility of further 
devaluation is regarded with great anxiety by Iraq since it implies a more 
serious trend in the decline of her international assets than meets the eye. 

Further, the assumption that in case of devaluation the value of Iraq’s 
exports will be so adjusted as to proportionally increase total sterling receipts 
and thus offset Iraq’s losses, is completely groundless. The oil agreement 
certainly contains no provision to this effect, and the value of Iraq’s exports 
other than oil is determined by the normal process of the price mechanism in 
world markets. Devaluation would mean depreciation not only of previously 
accumulated assets but of current sterling earnings as well. 


1 Ibid., p. 272. 2 Ibid., p. 273. 
20 & 
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Nor is this all. Professor Iversen’s contention that sterling devaluation 
will probably result in similar measures being taken by other countries and 
that consequently exporters in these countries (mostly West European) are 
likely ‘ to compete effectively in many lines of production so that Iraq should 
have no need to buy in other markets to any large extent’, misses two 
important points in the case for independent curency. The first is that the 
choice-of her sources of imports is one that should lie primarily with Iraq 
and should not be determined by the exporting countries. To Iraq, as 
indeed to all undeveloped areas, the freedom of choice is fundamental and 
no economic gains can replace it. Its presence in foreign trade transactions 
is an essential criterion of fairness and its absence has ever been at the root 
of all complaints of ‘ exploitation’ so often heard in emerging societies. If 
Western enterprise, which has been preaching the ethics of competition for 
nearly two centuries and owes its very existence to it, wishes to be treated 
with trust and without discrimination, it must abide by its own rules in its 
dealings with other countries. 

The other point which Professor Iversen’s analysis misses is that this 
favourably competitive position in which West European enterprise will find 
itself, will be still greater if Iraqi currency remains unaffected by devaluation. 
Indeed, this is one of the main points which an independent national currency 
would strive to achieve. For whereas pegging the dinar to the sterling will 
automatically decide the dinar’s rate of exchange in relation to other curren- 
cies, unpegging it will give the Iraqi monetary authorities ample scope to 
fix its rate of exchange as dictated by the country’s own best interests. 

It is admitted that Iraq cannot have the best of two worlds under inde- 
pendent currency. For the dinar’s exchange rate cannot at once be so fixed 
as to encourage the marketing of Iraq’s exports and also give the latter the 
advantage of paying minimal prices for her imports. But this is a problem 
which is not confined to Iraq. All countries are constantly grappling with it, 
and all that a country can do is to attempt to strike a balance between its two 
divergent positions. To that end some of the numerous qualitative and quan- 
titative methods of trade and exchange controls may have to be applied. The 
main thing is, however, that the decision as to the rate of exchange should be 
determined by a country’s own economic circumstances and interests and no 
one can judge these better than the country concerned. 

The point raised by Professor Iversen in connexion with the oil royalties 
is another which should be mentioned here. It may be admitted that, in the 
present circumstances of glut in the oil market (which will presumably 
continue so long as the present trend of the rate of production growing faster 
than that of consumption persists), producing countries are at a disadvantage 
and that therefore their bargaining position (individually but not collectively) 
is far from being at its strongest. But it should be remembered that the oil 
companies are a major partner in production too, and that a failure in pro- 
duction is as disadvantageous to them as it is to the producing countries. 
This is especially true on account of the vast capital which these companies 
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have invested in the oil industry. Peaceful negotiations and compromises 
would seem to be the only way to overcome these problems. This is not idle 
speculation; it is a statement of the situation as realized by all concerned. 
Iran had already faced the problem of the international currency in which her 
royalties are to be paid and she, together with the oil companies, was able to 
overcome it. According to Article 30 of the Consortium Agreement of 19 54, 
sterling was made the basis of international payments and qualified converti- 
bility was negotiated between Iran and the U.K. The present circumstances 
are even more favourable to Iraq and better than Professor Iversen had 
expected. As sterling is now convertible as far as countries outside the 
Sterling Area are concerned, oil royalties are now being paid to Iraq (after 
her departure from the Sterling Area) in convertible sterling which will 
enable her not only to finance her purchases from outside the sterling bloc 
but also to build up a new currency reserve of gold and other securities and 
leave her sterling balances partly as currency cover and partly to finance 
current transactions with the U.K. and other sterling countries. And this is 
precisely what Iraq hoped to do when she left the Sterling Area. On the U.K. 
side, Iraq’s departure was met with such good faith that even her previously 
accumulated balances were made convertible. This has completely dissipated 
Iraq’s fears as to what may happen to these balances. 

There remains, finally, one point mentioned earlier in this paper which is 
one of Professor Iversen’s arguments in favour of Iraq’s retaining her member- 
ship of the Sterling Area. This is the advantage that he claims Iraq would 
enjoy of having free access to the London capital and money markets. The 
answer to this is that the advantage in question is rather exaggerated. For the 
fact is a country’s balance of payments and the soundness of her financial 
and economic position are the main determining factors of her creditworthi- 
ness. Access to the London capital and money markets could be attained just 
as well with diversified currency cover and a flexible exchange rate, provided 
the Iraqi economy is sound and Iraq is willing—as indeed she has no reason 
to do otherwise—to maintain a working balance in sterling. Moreover, Iraq 
has never had any great need to borrow abroad. In nearly four decades of 
association with the U.K. and the West in general, Iraq’s total foreign borrow- 
ings did not exceed £7mn. (excluding the debt inherited from Ottoman days).* 
But even if extensive borrowing in London has been necessary, it is hardly 
permissible to assume that membership of the Sterling Area alone would have 
necessarily entailed free access to the London capital market. The case 
where restrictions on capital issues have been used as a means to bring 
pressure to bear on the Union of South Africa is so well known that it is 
unnecessary to go into it now.? And there is no reason to suppose that the 
same treatment would not be accorded to Iraq or any other borrower in the 
London market should political and/or economic circumstances in the — 
creditor country warrant it. 


1 This figure also excludes the loan by I.B.R.D. to Iraq, which was redeemed by the 


latter before it was used. : ; 
Z wAccourt of this will be found in Phillip W. Bell’s The Sterling Area, op. cit., p. 27. 
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(VIII) 

Looking at events in retrospect, one cannot fail to see that Iraq’s departure 
from the Sterling Area was but a natural sequel to the development of her 
monetary system. For while association with sterling initially served a good 
purpose, it later entailed serious disadvantages which gradually became 
apparent as the country’s economic identity began to emerge. As will have 
been seen from the foregoing, this association made the dinar dependent 
on the pound to an extent that threatened the very reason for which a national 
currency was desirable. Automaticity, a feature which characterised Iraq’s 
association with sterling, led in practice to money supply being determined 
externally, since total currency in circulation could at any given moment be 
increased by means of remittances from the U.K. or any sterling country. 
The weakness of this arrangement was abundantly demonstrated in the two 
instances we have already noted. Excessive Allied expenditure during the war, 
which intensified inflationary pressure, was a direct result of this practice. 
And this took place at a time when control of money supply should have been 
one of the measures used to curb inflation. Under the same practice also, 
commercial banks were allowed unlimited scope to call in their foreign 
invested reserves, determine their liquidity and effect expansion of credit 
on their own terms and regardless of official policy in this respect. In other 
words, the practice jeopardized the position of the central monetary authority 
as controller of credit and money supply and rendered its function as lender 
of last resort completely ineffective. 

Further, parity with the pound and investment of currency cover in 
sterling securities, the other two features commonly associated with Sterling 
Area membership, entailed other disadvantages: the former resulted in the 
dinar’s rate of exchange being fixed with no regard to Iraq’s trade interests; 
the latter which required Iraq to obtain the U.K.’s approval to finance her 
purchases abroad, restricted her choice of markets and impaired the function- 
ing of the price mechanism as a factor determining the direction of Iraq’s 
foreign trade; and the two together caused Iraq to sustain considerable 
losses as a result of two sterling devaluations about either of which the 
country was not even consulted, and further losses in the future cannot be 
definitely excluded. 

Finally, the three characteristics taken together placed the U.K. as 
Iraq’s banker in a very peculiar position vis-a-vis the latter as her customer. 
For, under the system as was practiced until mid-1959, the U.K. could 
increase money supply in Iraq in exchange for sterling assets which could be 
devalued or partially or completely blocked (as was the case in 1941 and again 
in 1958)* by the U.K.’s own decision without her customer’s knowledge or 
consent and without the latter being able to protect her interests against such 
unilateral practices. Looking, in fact, at the entire episode of the dinar’s 
association with sterling, one is struck by the fact that Iraq has inescapably 
found herself with substantial sterling balances in Britain even though, as 


* This latter incident took place shortly after the July 1958 Revolution; it lasted for 
about three days and then normalcy was restored. 
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has already been noted, sterling securities were never specifically prescribed 
by law as exclusively constituting legal currency cover. During the ’fifties, 
for instance, these balances fluctuated between 100 and 120 per cent of the 
currency cover. One seems justified in assuming that this might have been 
the result of a systematic attempt on the part of the U.K. to safeguard her 
investment—put by some authorities at several hundred million pounds—in 
the Iraqi oil industry. 

That the whole money supply, indeed the fate of the country’s national 
currency and international liquidity, should be determined by factors not 
within the country’s control, was a real risk which she could not run indefin- 
itely. Those writers who look upon the Sterling Area as a simple and informal 
banking arrangement between London and other centers, obviously do not 
realize the dangers which this arrangement involves. Evidently these dangers 
have to be experienced before their implications are realized. Once they are 
experienced, the search for an alternative would seem to come naturally, and 
the change becomes a function of time. It is no argument to say that the 
adoption of an independent monetary policy will entail other risks of a differ- 
- entnature. For this goes without saying. Diversification of currency cover 
offers no definite assurance against loss through devaluation; gold cover 
yields no interest and stability of gold prices is far from certain; variation of 
the dinar’s exchange rate can only be carried out within certain limits . . . etc. 
The list of risks is familiar enough, but it is essential to remember that these 
risks are not confined to Iraq. They are commonly faced by any country who 
wishes to pursue an independent monetary course. The question is a matter 
of choice between two types of risks: those emanating from association with 
sterling and over which Iraq has no control, and others which may reasonably 
be minimized as a result of financial experience and alertness. To Iraq the 
choice was obvious. 

There remains one final point which may be raised in conclusion. It 
has been suggested that the motive behind Iraq’s departure from the Sterling 
Area was purley political. Those who are of this view should remember 
that Iraq’s association with sterling was shaped after a familiar pattern. All 
the old colonial powers have attempted to integrate the economies of their 
overseas territories with their own and monetary ties have constantly been 
utilized for this purpose. Currency Boards of the type described above are 
still in existance in British colonial territories and similar arrangements 
were employed by the Dutch in Indonesia and were introduced by the F rench 
in Syria and Lebanon as well as in North Africa, the ultimate aim being the 
colonial power’s hope to influence the direction and pattern of trade with the 
territories under its domination. One step towards changing this state of 
affairs is to place the young country’s currency system on a new foundation, 
which is precisely what Iraq has attempted to achieve. 


St. Antony’s College, 
Oxford. 
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THE IRISH REPUBLIC 
By G. A. Duncan 


1. The practical considerations of mobility of goods, labour and capital 
which constitute one of the essential links between the Scheduled Territories 
possess a special importance as between the Irish Republic and the United 
Kingdom, an importance which many people to whom it was dogmatically 
distasteful have come, however reluctantly, to recognise since they could no 
longer ignore the impact-effect of Europe being at Sixes and Sevens. 

2. This state’s Central Statistical Office, which is a part of the Civil 
Service dependent on the Cabinet but working in close co-operation with the 
Department of Finance, has long been alertly aware of this importance, and 
in its current estimates of the region’s flows of trade and payments takes full 
account of the distribution between the United Kingdom, the rest of the 
sterling area, the dollar area and the rest of the world. The following sum- 
mary is abstracted from the Department of Industry and Commerce’s ‘ Irish 
Trade Journal ’ of June, 1959 (p. 75) and relates to the calendar year 1958. 


TABLE! 
U.K. R524 0.C3 Total 
imn % |fmn. %| fLmn. % £mn 
(i) Merchandise exports § 99 «82 Peary Gage ge ee ab Gas 
(ii) Other current receipts... ATL IS _—- — 25: i 26%} 296 
(iii) Merchandise imports‘ * ... cosa t SO: 15 8 58 31 186 
(iv) Other current outgoings... ...|. 25.75 | ees 8 25 33 


1 All figures expressed to the nearest integer. 

2 Rest of the Sterling Area. 3 Other countries. 

4 For balance of payments purposes the official trade figures have been adjusted in 
certain minor respects. 5 f.0.b. Sct. 


3. The U.K.’s paramount position in the I.R.’s circle of economic 
relations is clear. This situation is only to be expected in a splinter-economy, 
but it persists in spite of the many changes, both natural and political, that 
have occurred in the balance and proportion of component items in the 
generation that has elapsed since the I.R. was splintered-off in 1921. The 
switch of migration has increased the U.K.’s share in item (ii), and diminished 
that of other countries, notably the U.S.A. Government policy has attempted 
with some success to increase the share of other countries, and diminish that 
of the U.K., in item (iii). Government policy has also attempted to reduce 
the absolute level of item (ii) by ‘ repatriation of capital’, and to raise the 
amount and alter the character of item (iv) by promoting government- 
licensed direct investments while narrowly limiting private investment. A 
dense and mobile zariba of tariffs and quotas has been used in the attempt 
to pull down item (iii), and has been mainly directed against the U.K. The 
size and allocation of minor items such as marine freights has been similarly 
affected. Item (i) has been subject to the vagaries of agricultural policy on 
both sides of the border. Nevertheless, the basic fact remains that three- 
quarters of the I.R.’s current dealings with the outer world are with the U.K. 
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4. The lack of contact with the rest of the Commonwealth and the rest 
of the sterling area is formally indicated by the fact that trade treaties pre- 
scribing mutually preferential rates of customs duty and conditions of import- 
quotas have been made only with the U.K. and Canada. On the other 
hand, payment can be freely made anywhere in the sterling area for goods 
able to jump the zariba, and capital can be transferred without license. In 
some respects, indeed, the I.R. is more sterling than London—licenses for 
private payments outside the Scheduled Territories are tighter. The pre- — 
ferential position of the U.K. and Canada is more nominal than real, as the 
preferential rates of duty and quota are normally prohibitive anyway, and 
ministerial discretion in the matter of licenses can clear any favoured ‘project’. 

5. In the capital field, the I.R.’s link with the U.K. is even closer, 
although there are no published estimates of the same character as those in 
the Table. Indeed, the volume of I.R. investment in the U.K. is so great as to 
present in a form of unique severity the statistician’s headache—choosing 
between ‘ valuation’ and ‘transaction’ methods of recording changes in 
assets. Foreign investment, in either sense, is rare in the IL.R. The bulk of 
the people’s savings is invested—directly, or through the banks and insurance 
companies, or through government funds—in securities domiciled in the 
U.K. Government policy has struggled hard to reverse this situation, and to 
‘ repatriate capital’ but ministers and officials and semi-official advisers are 
increasingly aware that there are severe limits to enforced repatriation when the 
asset offered in exchange is substantially nothing more than a Treasury deficit. 

6. From this primary fact of the exceptionally close link between the 
I.R. and the U.K. depend three reflections. The first is the irrelevant but 
ironic jest that, if the I.R. were to succeed in swallowing N.I. without destroy- 
ing its industries, all the appropriate statistics would show for an ‘ united ’ 
Ireland an even greater ‘dependence on Britain’ than the I.R.’s present 
figures indicate. 

7. ‘The second reflection is that the link is distinctly one-sided. Goods, 
labour and capital can flow from the I.R. into the U.K., the Commonwealth 
and the R.S.A. with a degree of freedom which is not reciprocated. This is 
particularly important from the financial aspect—every denizen of the I.R. 
has untrammelled access to the London Capital Market, and is protected 
against double income-tax by the agreement of 1926. Verso, every adminis- 
trative device is used to exclude investment in the I.R. by denizens of the 
U.K., and to obliterate the value of their former possessions. The same one- 
sided traffic exists in respect of goods and labour. There is no space here to 
develop the theme that movement in one direction is accepted, and move- 
ment in the other direction is officially described as ‘ alien’. 

8. The third reflection is that controversy in the I.R. has largely ignored 
the sterling area, and concentrated on the ‘link with sterling’, i.e. the legal 
identity of the Republican pound with the pound sterling, and the adminis- 
trative arrangements made to preserve that identity, including the provisions 
concerning the investment of the funds which the central bank of the Republic 
procures from the commercial banks by the sale to them of legal tender notes. 
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The irresponsible agitprop line is ‘ breaking the link ’ on the emotional plea 
of ‘ economic independence ’, and using as its quasi-intellectual justification 
the pseudo-Keynesian theory that local inflation released from all rate-of- 
exchange pre-occupations is Aladdin’s lamp. While strictly professional and 
expert economists know the answer to that one, especially in a splinter- 
_ economy such as the I.R., ministers and officials and semi-official consultants 
have always been hampered in producing a firm and consistent reply, partly 
because they could not or would not sort out the different problems of terms- 
of-trade and balance-of-payments and unit-of-account and relative-prices, 
and partly because they could not escape completely from the emotional 
shibboleths. 

9. While recent events and negotiations concerned with the Six and the 
Seven have impressed a perceptibly firmer and more realistic and more 
consistent form of speech on representative spokesmen, the circumstances of 
the case still concentrate attention on the privileged entry of goods, labour and 
capital from the I.R. into the U.K., and on sharp reaction to any possibility 
that the disabilities imposed on Danish and Dutch exporters to the U.K. 
should be eased. The weakness of our bargaining position in all respects 
except store cattle (and even there our position depends on effective eradica- 
tion of bovine T.B. within a short time) is more realistically recognised, but 
the reaction has naturally and acutely been to play up the ‘ under-developed 
area’ card, in order not only to excuse our lack of reciprocation, but further 
to claim ‘ investment’ in the I.R. as somebody else’s duty, but under con- 
ditions arbitrarily licensed and controlled by our own government. 

10. In the debate about the sterling area, therefore, the nature and 
future of the association play only a secondary part so far as the I.R. is con- 
cerned—the conditions of access to the U.K. take first place, and longo 
intervallo. One could scarcely say with conviction that even the principal 
feature of the S.A., the relatively free movement of funds, is welcomed by 
our rulers as a merit. Inward movement of funds is restricted as far as 
practicable, inconsistently with the plea for more investment, and is rather 
endured as a part of the price for other privileges. Our rulers are not, of 
course, any more illogical than those of other members, such as Australia. 
From the standpoint of Dublin I should prefer to re-phrase Mr. Scott’s 
three questions and to say that our debate can be knocked into four questions, 
as in the following paragraph. 

11. (a) Whether our present privileged position in the U.K. (including 
currency as well as markets) is worth fighting for? The dilemma, as usual, 
is that, on the short-run official view, it is, but that on the long-run expert 
view it is not or, rather, should be fought on some ground other than mutual 
constriction. 

(b) Whether the mutual obligations of the governments members of the 
S.A. should be more extensively stated and more stringently applied? The 
dilemma again is that, while it is nice to have a central reserve, it is less nice to 
abstain from ego-centric action which injures a partner’s contribution to the 
reserve (examples, usually calling themselves ‘ development ’, are so numerous 
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that it is not worth while to mention any one). There is a negative as well as 
a positive side to this question, namely, whether the combination of general 
movement of funds and local restriction of effort is capable of survival under 
difficult world circumstances? While sterling is strong, there is no problem, 
there is even a possibility that other members of the S.A. might be persuaded 
to lower their zaribas. Should, however, sterling weaken, as a result of either 
socialist profligacy or conservative protectionism (in the U.K. particularly, 
as the core of the system), the centrifugal tendency will be strongly reinforced. 

(c) Whether further members should be admitted to the ‘club’? As we 
see it in Dublin, this revolves around what membership of the ‘ club ’ entails, 
and one can see several different levels of membership, such as the use of the 
London money market for effecting international settlements, homing on and 
flighting from London of banking balances, movement of long capital through 
London, and (guaranteeing all these) a stable exchange rate on London and 
an expectation that London will preserve the stability of the pound (in at least 
one of the thousand meanings of that phrase). The dilemma is that the S.A. 
works because it is amorphous, and, as soon as you admit new members, you 
have to consider ‘ constitutions ’. 

(d) Whether the concentration of control in the hands of the Treasury (the 
Bank having been reduced to a secondary position), without formal machinery 
of consultation between the governments members, is healthy, or should be 
replaced by some kind of ‘ representative’ control? There are here both 
apparent and real dilemmas. It seems irrational that the relation between the 
Australian pound and the Canadian dollar should depend on a decision of the 
Chancellor in London; it seems irrational that such a decision might be 
enforced by a rubber deal between the Malayan and Chinese governments, 
or by Australian inflation. Yet, attractive though it seems in some naive 
ways, there is little hope that a council of political nominees from a variety of 
governments could evaluate the issues any better than the Chancellor’s 
advisers. 

12. In the I.R., therefore, as presumably in all other members of the 
S.A., there is a perennially inconclusive conflict of views about the benefit of 
membership, which slackens when sterling is strong and local unemployment 
small, and flares up when the opposite conditions prevail. With us, however, 
the vortices are clearly our entry into the U.K. markets and sterling currency 
identity, not the wider aspects of the S.A., except insofar as its privileges can 
be invoked in opposition to the Six, Seven, Thirteen or Seventeen. One can 
look upon the S.A. as either a step towards, or a step backwards from, con- 
vertibility, and one can look upon convertibility very differently according to 
one’s political prepossessions. For the immediate future it is probable that 
official policy in the I.R. will stress preservation of our present privileges in 
the U.K. market, and soft-pedal all aspects of membership of the S.A. which 


might involve us in reciprocal obligations, particularly those which relate 
to free investment. 


Trinity College, Dublin. 


GHANA 
By P. Apy 


Tue Economic Position or GHANA 


Ghana, with a population of 5 millions, is one of the smaller countries 
in the Sterling Area but she is by no means a weak member. She is a dollar 
earner, and has always had a dollar surplus. Moreover she has almost every 
year since 1945 had a surplus in the foreign balance! which has enabled her 
to add steadily to her reserves, held in sterling by virtue of her currency 
law. Attachment to sterling has provided exchange stability vis-a-vis her 
most important markets and sources of supply (although not with respect 
to the dollar in the year of devaluation). It has also provided her with a 
convenient means of delegating the management of foreign reserves, although 
these, in the event, have perhaps not been managed with the greatest skill, 
since so large a proportion was placed in long-dated stock. 

This system of management of foreign reserves has been put under some 
strain in the last ten years, firstly because of the devaluation of 1949 and 
latterly even more by the shock of interest rate changes in 1957. For Ghana, 
as it happens, neither change has proved catastrophic. Although devaluation 
reduced the value of Ghana’s reserves in dollar terms, it must have streng- 
thened the dollar market for Ghana cocoa as compared with that from 
Brazil, and must certainly have increased the sterling price of cocoa and hence 
Ghana’s sterling reserves. As for capital losses resulting from interest-rate 
changes, it must be recognised that similar if smaller losses would have 
occurred even with dollar stocks in a world in which long term rates have 
risen from 23-3 per cent to nearly 5 per cent since the war. Nevertheless 
the net effect of both changes has been to reduce Ghana’s liquidity at a highly 
critical moment in her development programmes. 

Ghana has lost no time since Independence in setting up a Central Bank, 
one of whose first tasks will be to attempt to achieve a more balanced portfolio 
of foreign investments than that which she inherited from her colonial past, 
but to achieve this end without capital losses may be difficult. She is now a 
relatively larger creditor vis-4-vis sterling, with sterling balances which have 
stood in recent years at £{190-£200 millions. This total includes the balances 
of public authorities and corporations and of the banking system, both central 
and commercial. It does not, however, include the holdings of private enter- 
prises and of individuals for which no information exists. 

It can be seen that over four-fifths of these holdings on the eve of Inde- 
pendence in 1957 were in long dated British and Colonial Stock. Table I 
indicates that Ghana had had in 1957 to sell £14 millions of these, some no 
doubt at a loss. Some part of her long-term investments mature each year 
after 1962 but sales before maturity will be costly even now with interest 


1See Table I below. /istg=£Gl. 
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TABLE I 


OVERSEAS BALANCES OF GHANA: NOMINAL VALUES 
£ milllion 


Banking Institutions | Public Corporations 


Total | Central Government 


é Central Other Cocoa Other 
baal ae Bank and Banking |Marketing (Incl. higher 
Local A uthont es currency Institu- Board Education 
vesevves tions Insts.) 
Dec. 31,1954 145 64 37 2 37 6 
Long term 
Shortterm 52 12 — 9 | 29 1 
Totalg.. 197 
Dec. 31, 1955 


Long term 168 
Short term 43 


Total... 211 


Dec. 31, 1956 
Long term 168 
Shortterm 28 | 


Total ... 196 


Dec. 31, 1957 
Long term 154 
Shortterm 29 


Total ... 183 


Dec. 31, 1958 
Long term 154 
Short term 36 


Total ... 189 


Source: Economic Survey of Ghana, 1958. 


rates at 5 per cent and the rate at which she can draw upon her reserves will 
be pro tanto limited. 

Since 1957 increases in her reserves have been invested in short-dated 
securities, together with a little in gold, as she is anxious to increase liquidity 
in view of her development plan needs. For it is the present intention of the 
Government of Ghana to draw down sterling balances, if necessary, for the 
financing of the Second Five Year Development Plan, despite any capital 
losses involved in sales before maturity. The extent to which this will be 
needed depends upon two factors; the world price of cocoa; and the net 
inflow of foreign capital in relation to the rate of domestic capital formation 
achieved. Before turning to the examination of these influences, let us first 
review Ghana’s current payments position in recent years. 


1. The Current Payments Position. 


Ghana’s recorded exports of merchandise (including non-monetary gold) 
have, since the war, exceed the value of her recorded imports, and this 
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usually by a considerable margin, except in the years 1956 and 1957. These 
were years in which the cocoa price fell sharply, while the Marketing Board 
continued to pay a high guaranteed price to Ghana cocoa farmers. While 
her trade balance remained just positive, Ghana showed a strongly adverse 
balance on current payments, probably the first to emerge since the war.! 
Despite fluctuations in the world price of cocoa, Ghana’s imports of 
merchandise have shown a remarkable stability owing to the stabilisation of 


TaBLe II 
GuHaNa’S CURRENT PAYMENTS POSITION 
£ million 
[| | S hse | 
. 1954 1955 1956 1957 1958 
Receipts 
Goods and Services 
A. Merchandise and non- 
monetary gold... 8 120 100 85 94 107 
B. Freight, Insurance, Trans- 
port and Travel = 2 a 2 3 3 
C. Other = Sere = 14 14 19 20 22 
Investment Income aes = 4 5 5 5 5 
Transfers zee a ae 1 (0.3) 1 (0.7) (0.5) 
Total receipts... Boe * 142 122 113 123 138 
re Saar Ee a a SS SS SS | SSS SSE 
Paymenis 
Goods and Services 
A. Merchandise oe nae 66 83 82 89 78 
B. Freight, etc. +? = 11 13 14 15 15 
C. Other = oe Be 17 17 fab: 25 27 
Investment Income S33 se8 6 6 6 6 7 
Transfers ose ae nee (0.7) 1 1 1 1 
Total payments ae8 ss 102 120 126 137 127 
Balance on Current Account ...| +40 +2 —13 —14 +11 
Corresponding Cocoa Price {£/ton 
a. On world market ap 359 355 221 189 304 
b. To producer in Ghana ... 134 135 148 149 134 


Source: Economic Survey 1958, Table II, p. 17. 


the incomes of cocoa farmers (and hence also those of producers of foodstuffs 
and other local output). 

Because of the high prices guaranteed to producers in 1956 and 1957, 
the Marketing Board suffered a loss on Trading Account in each year ({13m. 
and 64m. respectively) but this loss was in a sense nominal (from the point 
of view at least of the economy as a whole) since Export-duty? paid by the 
Board to the Central Government never fell below £9m. even in 1956-7. 
- On the other hand, the foreign balance was strictly negative in both years 

and foreign assets fell correspondingly. 

While Ghana’s foreign balance has fluctuated she has continued to be 
in dollar credit but in sterling deficit, because sterling sources (chiefly U.K.) 
supply the greater part of her current imports. In Ghana capital has so far 


1 Balance of Payments analyses have only been published since 1952. 
2 See Table V. 
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come also very largely from British sources, but against this Ghana’s sterling 
balances invested in British stock provide an almost exactly equivalent flow 
of investment income received from abroad as of investment income paid. 
Ghana’s imports of merchandise from the sterling Area (chiefly U.K.) 
have remained virtually stable since 1953 and from North America imports 
have risen only slightly (£4.5m. to £5m). On the other hand a definite rise is 
shown in her purchases from non-sterling O.E.E.C. countries’, ({16m. to 
{22m.) and from the rest of the world,” (£5m. to £11m.) in the same period.® 
Ghana’s exports to Western Germany have throughout this period been 
about three times the value of her imports from that country, with a current 
surplus in Deutschmarks of {1m. in 1958. Her imports from Japan, per 
contra, are not matched at all by sales to Japan, a country which buys no 
raw cocoa (and, like Ghana, eats little chocolate), re-exporting the products 
of her one chocolate factory whose raw materials are purchased in London. 


2. The world price of cocoa. 

The postwar trend in the world price of cocoa has been much more 

favourable as compared with prewar than those of other primary products, 
and the support to the public funds given by export duties upon cocoa has 
been considerable.4 Even with world cocoa prices at their lowest (post- 
Korean) ebb in 1956 and 1957 the contributions of cocoa duties to the budget 
did not fall below £9 millions, or just over 20 per cent, of revenue receipts 
as compared with upwards of 40 per cent in a good year, and up to 55 per cent 
in an exceptional year such as 1954-5. 
‘The budget surplus on current account of the Ghana government has been 
‘continuous throughout the period, ranging in the last 5 years from {£7m. to 
£38m., and averaging £16m. But current public expenditure has been rising 
at £3 to 4m. a year and it is expected to rise faster, by £6m. a year, in the 
Second Plan period. 

The extent to which buoyancy of revenues depends upon receipts from 
cocoa is revealed in Table V, which gives a rough distribution® of direct 
‘taxes. 

Since 1957 all cocoa duty over £50 a ton goes into the Development Fund.® 
Thus in 1958, of the £25m. arising from the export duty on cocoa, {1om. 


1 Western Germany is the biggest purchaser. 

* Japan is Ghana’s biggest N.S.A. supplier. 

3 Source: Ghana, Quarterly Digest of Statistics, 1959. 

Table III gives details of the regional balance of payments for 1957 and 1958. 

« Especially since the introduction of the sliding scale soon after 1950. The scale which 
appears to begin at a world cocoa price of £100 runs at an increment of £5 for every rise of 
£10 in the world price of cocoa up to £260 and therefore it appropriates the whole of any 
increment in world price, leaving the Board’s surplus constant at £13 a ton. See p. 6 Eighth 
Annual Report and Accounts of the Gold Coast Cocoa Marketing Board. 

5 Only rough because it attempts to reconcile two Tables from the Economic Survey of 
1958 (p. 70 and 74), the one being on a calendar year and the other on a financial year basis. 
et ee Bs pe got Mary wae pe a in 1956 from April-March to July—June. The 

urvey’s financ ear res for 1955-6 cover therefor i 
mags cet iy rie gu ea period of 15 months (see Survey, 
* For example, at a price of £247 a ton, the export duty on cocoa is £73 10s. a ton, of 


bya £23 10s. goes into the Development Fund and only the basic £50 into General 
evenue. 
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TaBLe IV 


GENERAL GOVERNMENT CURRENT REVENUE AND EXPENDITURE 
£G millions 


1954 1955 1956 1957 1958 


Current revenue 
Income from property and entrepreneurship 3.0 2.7 3.1 3.1 4.5 


i taxes ... 33 15.6 17.6 19.8 20.8 19.3 
Due tie ae — ie vee ccela Tose 34.4 20.5 24.0 35.5 
Current transfers from households and non- 

profit institutions a bas Be: 0.9 1.0 1.0 Zt BY 
Total a a Et oes Bera Md 55.7 44.4 49.0 60.5 
— ESS SSS SSS SS 
Current Expenditure 
Compensation of employees ... ase seat #80 19.6 20 212 23.4 
Net momen purchases of goods and services 9.1 11.2 13.0 14.0 15.3 
Net purchases from the rest of the world .... — oo 1.4 1.8 
Interest on public deb 
Domestic... vee 0.3 0.4 0.7 0.7 0.7 
Abroad oa 0.3 0.4 0.2 0.1 0.1 
Subsidies Bee es i 1.4 0.8 0.4 0.3 0.1 
Current transfers to households 
and non-profit institutions... 1.5 1-7 1.8 Zabam 2.1 
Total 30.6 34.1 36.7 39.8 43.5 
Source: Economic Survey 1958, p. 70. 
TABLE V 
Direct TAXES 
£G millions 
| 1954 1955 1956 1957 1958 
Total Sik tobi Ped pa | 48 34 21 24 36 
of which: 
1. Income tax bo a 28 ie 6 6 6 5 is. 
2. Minerals and other export duties and 
royalties ... ax eA ae aK Z 2 3 3 3 
3. Cocoa export duties Boa oe wee 37 23 9 13 25 
4. Grants from Cocoa Marketing Board ... 3 3 3 3 3 


was appropriated to General Revenue, the excess going into the Development 
Fund. But in view of the expected increases in current expenditure it may 
be necessary to have a larger share of cocoa duty for ordinary revenue in order 
to balance the budget. 

In 1959, however, the Ghana Farmers’ Council voluntarily decided to 
make a still bigger contribution to development, asking the Government to 
reduce the price guaranteed to the farmer from £134 to {112 a ton. Thus if 
the crop continues to be around 240,000 tons! the revenue gain will be over 
£5 million. Should the farmer respond either by cropping less, or by smug- 
gling more over the border into French territory, Ghana will lose both public 
revenue and foreign exchange. 


* This has been the average of the last eight years; see Table VI. 
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Projected capital expenditure by public authorities, other than upon the 
Volta Project, is hoped to run at a minimum of about £25m. annually over 
the next five years, though in the First and Consolidation Plans! the annual 
rate achieved on average was only {10m. The second Plan as a whole, includ- 
ing £100 million for the Volta Hydro-Electric Scheme aims at an outlay of 
£350m. in the 5 years, provided that the difference of 225m. can be found 
from abroad. 

Finance so far available from Ghana’s own resources is put at almost 
£9om., of which £25 million, or £5 million a year, represents the Ghana 
farmers’ contribution to development in accepting a cocoa price of only £112 a 
ton. If the world cocoa price maintains its average of the last few years, excess 
cocoa duty (i.e. that available for development after allowing for increases in 
current expenditure) should bring in another £10 million over the 5 years. 
But the remaining £55 m. must come from reserves together with any 
additional capital which Ghana may have to find to supplement foreign 
sources, such as, for example, any capital contribution she is required to make 
towards the cost of the Volta Hydro-Electric Project, even if she succeeds 
in obtaining much of the capital in foreign loans. 

Yet the Volta Scheme will take time to get into top gear, and it has not 
yet found a backer. Unless there is a collapse of cocoa prices, therefore, 
the expenditure envisaged under the Minimum Plan ({125m. over 5 years) 
should not entail any very rapid running down of balances (perhaps {10m. 
a year over the period) even if planned outlay achieves its desired average. 
Stili less will hasty sale of securities be needed if this average fails to be 
achieved, as is more likely,? owing to the shortages of managerial manpower 
and (even more difficult to relieve) of experienced and able men in executive 
grades. 


3. Net Flow of foreign capital. 

To the extent that Ghana supplements her current earnings by foreign 
borrowing or grants, the rate of liquidation of sterling assets will be reduced, 
but as yet no major loan has been secured from a foreign source.? Nor with 
the low rate of capital formation to date has one been needed. Yet Ghana 
is not in a position to finance unaided her outstanding major project, the 
Volta River Scheme, the costs of which are now put at some £300m., of 
which the building of the dam and hydro-electric installation alone is now 
put at £100m. It is still hoped that foreign capital will become available from 
some group of aluminium interests to finance the erection and operation of 
an aluminium smelter. Some ofthe development expenditure of recent years 


1 The First Plan was initiated in 1952; The Consolidation Plan in 1957; The Second Plan 
in 1959. Expenditure rose annually throughout the period and was well above £10 m. a 
year at the end. ; . 

2 These estimates do not take into account conspicuous capital outlay such as the 
purchase of battleships or military aircraft. In each of these years the Cocoa Marketing 
Board has also made a direct grant to the Government of about £3m. : 

3 Per contva, Ghana has herself undertaken to give a loan to Guinea this year amount- 
ing to £10m., of which {1m. has actually been disbursed. 
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has been in effect preparatory to this end, since the government decided four 
years ago to proceed with the construction of a modern port and harbour 
installation at Tema, near Accra, and well sited for the export of aluminium 
from the Volta project. 

It is sometimes argued that even if the capital for the aluminium smelter 
is not forthcoming Ghana would be well advised to proceed with the hydro- 
electric scheme, which alone can provide the power for a programme for 
industrialisation. Should Ghana try to finance this also by herself, the strain 
on her reserves will be considerable, but she is still hopeful of securing a 
loan at reasonable rates of interest for this element in the Project from the 
International Bank or some other foreign source. Meanwhile, however, 
preparatory work on the project is proceeding. A modern road has been 
built up to the site of the dam and other preparations go on. 

If the inflow of foreign capital is difficult to predict, the outflow is even 
more so. While it is known that Ghana holds on public and official account 
about {190 million in sterling assets it is not known how much capital in 
Ghana is owned by foreigners. Payments abroad of investment income 
accruing to foreign owners of capital have been at £6~7 m. in recent years, 
as compared with receipts under the same head of £4~-5 m.,' but this gives 
only a limited indication of relative amounts of capital involved, since the 
rate of return is likely to be much higher in the former case. On the other 
hand, it is probable that the payments item is underestimated both because 
there is some re-investment of profits and because it covers only recorded 
transfers. It is probable that there is a large volume of unrecorded remittances 
via French Africa to Syria and the Lebanon.? Thus in 1958 when Ghana 
had a current surplus on foreign account of £10.8m. the recorded increase 
in her capital assets abroad was only £6.7m., leaving {4.1 to be accounted 
for by any export of capital and other unrecorded items. 

The behaviour of this element in Ghana’s external capital account is 
extremely difficult to predict, and certainly impossible to control. Surrounded 
as she is by French territory on three sides, Ghana’s land frontier is virtually 
impossible to police. Yet the trade in goods between the two countries is 
worth millions of pounds, the French areas supplying Ghana with cattle on 
the hoof and dried or smoked fish, while Ghana sells in return re-exported 
textiles, and smuggled cocoa. The premium of 100 C.F.A. offered for Ghana 
£8 (i.e. 800 frs. C.F.A. as compared with the official rate of 691 frs. C.F.A.) 
indicates a surplus on Ghana’s current account with the colonial franc zone, 
a is a surplus which must be at least partially offset by an outflow of 

unds. 
VIEWS IN GHANA ON THE FUTURE OF STERLING 


Reactions in Ghana to the various proposals for change discussed in Mr. 
Scott’s article depend upon the importance attached to the various factors 
involved. Whereas Britain is, by and large, borrowing short and lending 
long in the R.S.A. this is by no means her relationship to Ghana, from whom 

1See Table II. ® Economic Survey 1958, p. 20. 
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she borrows chiefly long and to whom she has hardly lent at all, apart from 
a strictly limited flow of private capital. British investment in the R.S.A. has. 
flowed chiefly to the Dominions. Nor has British expenditure in Ghana been 
large: even before independence Ghana’s receipts under Colonial Develop- 
ment and Welfare? ran at less than £4m. over the ten years 1946-1956 and 
since 1957 they were in principle to cease altogether. The British contribution. 
to common defence was only £160,000 in 1958. 


1. Going it Alone 

(a) Thus if Britain decided to go it alone, Ghana would lose little in capital 
contributions. On the other hand she would be seriously affected by a blocking 
of her sterling balances. Ghana needs now more than at any previous time to 
achieve greater liquidity (with the minimum capital loss) in view of her heavy 
capital programme ahead, and the uncertainty of foreign financing. 

At face value, Ghana’s holdings of sterling on 31 December 1958 were: long- 
term securities £153.6m., short-term £35.8m. Her sterling holdings formed. 
only 4.8 per cent of outstanding U.K. sterling liabilities as a whole and 7.3 
per cent of R.S.A. sterling holdings in December 1958, and they are mainly 
in long term securities already. They are however well in excess of her 
reserve requirements so that any suggestion of blocking ‘ excess balances” 
would not be well received. Indeed Ghana is already planning if need be to 
run down her excess balances in the Second Plan period as far as is practicable. 
So far Ghana has had little need of British investment, although Mr. Day’s 
suggested quid pro quo, i.e. ‘ prior access to the London capital market ” 
may become of more significance as her Second Plan proceeds. 

With a tendency to trade outside the area of Imperial Preference already 
noticeable in Ghana, it is only too likely that her reaction would be retaliation. 
in some form. Preferential tariffs have never been given on imports from. 
Britain, but counter measures may go as far as the introduction of quotas. 
for British goods, if sterling becomes scarce, or if British capital does not 
show willingness to come into Ghana. 

(b) Mr. Scott’s article has reviewed sterling area arrangements and various 
proposals for change primarily from the U.K. point of view. Ghana must 
however also ask herself to what extent her membership of the Sterling Area 
benefits her. For she is, after all, a dollar surplus and gold exporting country, 
and therefore does not benefit from the opportunity which the Sterling Area 
provides of buying her dollars with sterling, as does Australia for example. 
Ghana has indeed to buy sterling with dollars, and she might do better than 
the fixed rate if she were outside the Sterling Area. This opportunity may 
seem. academic with the dollar as soft as it is today, but should it harden again 
Ghana would be better placed than many underdeveloped countries, at least 
for the next few years. 

Yet if Ghana were to sever her link with sterling, she might lose in a 
number of ways, some of them immediate, some more long-term. Firstly she 


1Cmnd. 672, Feb. 1959. 
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would be very likely to have to face some blocking of her sterling reserves, 
in the form of an agreed rate of disbursal, whereas she has still at the moment 
complete freedom. Again she might shake the confidence of investors from the 
Sterling Area! and suffer a flight of capital, which is as we have seen not any 
too easy to control. Finally, she might endanger her markets in the U.K. and 
Europe, if for example Ghana cocoa became a dollar commodity. 

Sales of Ghana cocoa in recent years have followed the pattern shown in 
‘Table VI below: 

TaBLE VI 
Guana’s Cocoa Exports (000 Tons) 


1951 1952 1953 1954 1955 1956 1957. 1958 


To —2 -3 —4 -5 -6 —7 -9 
‘Western Germany ...| 21.6 23.4 34.7 37.6 51.5 53.0 54.0 45.9 
France... et a — 3.5 3.6 3.9 5.6 3.4 4.1 
Benelux ... Poe > elie OLE 27.1 20.8 30.6 39.0 40.0 30.4 £2.9 
Italy nee i eel = — 4.1 1.8 2.9 5.3 6.0 11.7 16.9 
Total Common Market...| 40.7 54.6 60.8 74.7 99.7 104.6 99.5 109.8 
U.K. a eee Gestion 53:4 63.1 64.2 63.0 39.6 46.3 36.6 38.6 
U.S.A, 74.7 71.3 45.3 47.3 474 46.8 42.8 59.9 
Total Exports... ...| 201.6 246.8 210.5 219.6 228.3 263.2 202.5 245.4 


It can be seen that whereas Ghana’s sales to the U.S.A. have fallen off, 
after a peak of 97 thousand tons in 1950-1, and even her sales to the U.K. 
have drifted downwards, her sales to the Six have risen buoyantly, carried 
upwards by the increasing purchases of Western Germany and to a lesser 
extent Holland. Recent years have also seen a rising trend of purchases by 
‘the U.S.S.R. though the upward climb has been reversed since 1957. 

While Ghana produces 240,000 tons of raw cocoa (nearly one-third of the 
world crop) the U.S.A. consumes slightly more. The next biggest consumer 
was the U.K. but second place is now taken by the Common Market group, 
which, taking the Six together, consumes as much as the U.S.A. in aggregate 
although somewhat less per capita. None of these countries buy all their 
‘cocoa from Ghana. Should Ghana cocoa become a dollar commodity it 
might lose some of its markets both in the U.K. and in Europe, even with the 
dollar relatively soft, and still more so if it hardened again. 

But Ghana supplies only a sixth of the U.S.A.’s requirements. Nor 
would Ghana’s sales to America be expected to increase because the U.S. 
market is not an expanding one. Moreover Ghana sells there in competition 
with Brazil and French Africa, where ‘ dollar selling ’ policies have increased 
their sales to U.S.A. at Ghana’s expense in recent years, as compared with 
‘their relative proportions in the years just after devaluation. 

On the other hand investors from other areas might be encouraged. This would depend 


oe what other link Ghana adopts, or if none then in her success of her currency manag- 
‘ment. : 
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Again, if Ghana were to leave sterling, could she, like Canada, remain a 
member of the Commonwealth and continue to be entitled to Imperial 
Preference on her goods? If Ghana were to leave both Sterling Area and 
Commonwealth she might well lose sales in the U.K., as cocoa production 
expands in Nigeria and the new areas of the Far East (Fiji and Borneo). 


2. One World 

With Sterling Area arrangements as they are developing at present, with 
convertibility and the freedom to buy in the cheapest market and to sell 
where she pleases, Ghana can still gain on balance from membership of the 
Sterling Area even disregarding Imperial Preference, which is after all a 
quite independent question. She can gain from continued membership in 
so far as she is permitted to increase the liquidity of her reserves in order to 
deploy them to the best advantage in financing her own development. As her 
reserves fall she would benefit from membership in that she would not need 
to hold such large sums in reserve as she would if she were financially 
independent. 

For the moment, with some 80 per cent of Ghana’s trade (other than 
in cocoa) in expatriate hands, continued membership of the Sterling Area 
and the fixed link between the Ghana f and sterling are important factors 
making for confidence. While the net inflow of foreign private capital appears 
to have been relatively small, despite all encouragements, since the war, there 
has been some ploughing back of profits by British firms, which might not 
so readily take place in a different currency context. Again, Ghana is about 
to embark upon both domestic borrowing on public account and the establish- 
ment of a small local money market as a support for internal monetary manage- 
ment. The chief source of private funds for both will be the expatriate firms, 
still chiefly British, and once again foreigners might hesitate to place their 
liquid capital locally except in a sterling context. 

Yet this confidence might be shaken if the sterling rate was allowed to 
fluctuate, even if the link with the Ghana £ was kept fixed. The Ghana 
Government has already increased its gold reserve, and it has taken up its 
higher quota with the I.M.F. Further moves in this direction are to be 
expected if sterling-dollar parity is not maintained. Thus the proposals for 
one world with flexible exchange rates may seem to Ghana no improvement 
on present Sterling Area arrangements. 


3. The Sterling Club 
On the other hand, she would gain from the enlargement of Sterling 


Area membership of the kind discussed under the heading of the ‘Club’. 
For the chief criterion of change from Ghana’s point of view would be whether 
it enables her to achieve a higher rate of domestic capital formation than she 
could achieve without it. The chief attraction for Ghana in the proposals 
_put forward under this head would lie in estimates of their effect upon the 
price of cocoa, on the one hand, and upon the supply of foreign capital, on 
the other. 
H 
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In concert with the other major producing areas, Ghana has already 
canvassed suggestions for an international price stabilisation scheme for cocoa, 
at a suggested world price of £240 a ton, a level which is £5 below the average 
price Ghana has received in the last nine years.’ Her interest in such schemes 
arises not merely from her natural desire to secure a stable source of foreign 
earnings in the years of increasing development ahead, but also from the 
general anticipation that a considerable increase? in supplies of cocoa is to be 
expected within the next few years. While in the longer run world demand 
may be expected to keep pace with increased supplies, contracts specifying 
prices and quantities for the decade immediately ahead might well prove 
a genuine attraction at Ghana’s present stage, if the price agreed was at an 
adequate level. 

If the proposals for a ‘ Club ’ included the setting up of a new Investment 
or Development Fund,? which was prepared to operate upon slightly less 
strictly orthodox banking lines than the I.B.R.D., they would again be likely 
to be popular in Ghana. 

Finally as to the influence of such proposals upon capital flows, much 
would depend upon the memberships of the Club. Ghana would need to be 
reassured that they would not discourage lending from countries not at present 
in the Sterling Area, countries to which she is looking with increasing interest. 
Neither before nor after Independence has there been any considerable inflow 
of private capital from Britain into Ghana and it is from Israel and Western 
Germany that she has obtained the most sympathetic hearing so far, although 
in neither case have the agreements which have been signed resulted as yet in 
any large flow of actual funds. 

On the other hand, there is likely to be hesitation in Ghana about any 
restriction of freedom to buy in the cheapest market, or any proposals 
requiring her to limit sales to the expanding market of Europe and Asia in 
exchange for a guaranteed share of the more slowly expanding Sterling Area 
markets, even if more widely defined. For Ghana in particular it must be 
recognised that demand for chocolate in the rich countries is not likely to 
expand fast, so that she must look for customers in countries not yet widely 
given to cating chocolate, but in which demand may be expected to rise 
rapidly with incomes. 


St. Anne’s College, 
Oxford 


hes price of cocoa (£/ton (f.o.b. Accra): 
1948-9 1949-50 1951-52 1952-53 1953-4 1955-56 1957-58 1958- 
ie _ 137 269 fr 245 231 359 355 222 189 2 
is increase is expected both because of expansion of planting since the war 
recent discovery of a successful treatment for capsid, one of the worst and most eeniae 


pests. 
3 A Fund of $1000m. is now proposed as an adjunct to the I.B.R.D. to 1 
ment along less commercial lines than the aries revel Bank itself. sbggmisorrebit sos 


NIGERIA 
By R. H. Barack 


Public discussion of Sterling Area problems in Nigeria is minimal; the four 
alternative courses which have been canvassed in the United Kingdom and 
- examined in Scott’s paper have not received articulate expression nor given 
rise to clear differences of public opinion in this country. 

What is at least clear is that official pronouncements imply that inde- 
pendent’ Nigeria will continue to be a member of the Sterling Area. For 
example, the last budget speech of the Federal Minister of Finance contained 
a passage” describing the advantages to Nigeria of holding sterling balances 
and of conducting the greater part of its trade in sterling, and pointing to the 
ease with which any member country could purchase foreign currency from 
the central pool. The speech made no explicit statement of policy covering 
continued membership, nor did it weigh all the advantages and disadvantages, 
but the balance of advantage is seen to lie with membership at least under the 
status quo. 

Policy by implication is also seen in the provisions governing the emergent 
Nigerian currency. The currency reserve is in the form of external assets 
comprising gold and sterling in various forms;® and the rate of exchange is 
fixed by statute at {N.1=fstg. 1.4 This does not, however, spell the Cur- 
rency Board system over again in Nigerian instead of West African terms, for 
there is now provision® for a fiduciary issue such that in the first five years the 
reserve may fall to a minimum of 60 per cent of the currency plus 35 per cent 
of the Bank’s other demand liabilities. After five years the minimum level 
of the reserve is to be 40 per cent of the currency and other demand liabilities. 
However, the Minister of Finance has stated® that in the first two or three 
years at least the fiduciary issue will be kept below the permitted maximum 
and will probably not be allowed to exceed 20 per cent as against the 40 per 
cent permitted during the first five years by the ordinance. The question 
whether the policy of keeping so farwithin the statutory limit is likely to come 
under pressure is discussed below, but at any rate the overriding objective 
in Nigeria for some years to come is to complete the introduction of the new 
currency and to foster and maintain confidence in it both inside Nigeria and 
overseas; the fact that the new currency is being issued almost contempor- 
aneously with the achievement of political independence no doubt increases 
the degree of care which must be devoted to establishing confidence in the 
currency. It is this overriding objective which is served by fixing the 
exchange rate at parity with sterling, rather than any necessary belief in the 
benefits of a fixed exchange, and at that particular rate, as such. This objective 

1 The date for Nigerian Independence has been agreed between Nigerian representatives 
and the United Kingdom government as October Ist, 1960. 

2 House of Representatives Debates, February 9th, 1959, cols. 112-13. 

3 Central Bank of Nigeria Ordinance, 1958, Sec. 25. 

4 ibid., Sec. 17. 


5 ibid., Sec. 26. 
& House of Representatives Debates, February 9th, 1959, cols. 137-8. 
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is therefore incompatible with the flexible exchange rates proposals (Scott, p. 
244) as applied to Nigeria’s link with sterling; and, by extension, is an argu- 
ment from the point of view of Nigerian interests against a flexible rate for 
sterling against the dollar. ; 

Nigerian interest in a stable exchange rate with sterling stems also from 
her patterns of trade, as illustrated in the following tables: 


Exports and Re-exports to Nigeria’s Principal Customers 


1948-1950 1957-1958 
Average Percen- Average Percen- 
annual tage of annual tage of 
value total value total 
(£ million) exporis (£ million) exports 
United Kingdom ae sae 62.3 80.0 76.8 58.5 
Nethaiaside =a Ae see 2.0 2:5 15.4 11.5 
West Germany ... a Bie 0.4 0.5 8.5 6.5 
U.S:A. fe. aes ohe ace 9.8 12.5 7.8 6.0 
Italy sae ou oe 0.16 — 7.4 5.5 
Principal Suppliers of Imports to Nigeria 
1948-1950 1957-1958 
Average 
annual tage of annual 
value total value 
(£ million) imports (£ million) 
United Kingdom oct ae 29.2 54 69.4 
Japan aa she A wan 5.0 9 18.5 
West Germany ae ee 5 13.0 
U.S Alege 3.2 6 8.9 
Netherlands 1.2 2 8.4 


Source: Economic Survey of Nigeria 1959. 


Figures on the same basis are not yet available for trade with the rest of the 
sterling area, but in 1957 Nigerian exports to R.S.A. countries were {1.5 
millions, and imports were £13 millions. It should be noted that the Nigerian 
tariff is non-discriminatory, so that imports from U.K. and R.S.A. find their 
market without benefit of Imperial Preference. The proportion of total 
trade conducted with the U.K. has been falling but is still so large as to 
constitute an interest in a stable rate with sterling. 

Alongside the objective of founding a new currency commanding domestic 
and overseas confidence the most important Nigerian interest at stake in 
discussions of the future shape of the Sterling Area are her ambitious plans 
of economic development, and the ability and willingness of the U.K. (and 
others) to assist their financing by grants, loans and direct investment. 
The present development programmes were designed basically in 1955-56, 
though they have undergone changes since then. They cover a period up to 
1962. They are administered by separate Governments (Federal and 
Regional) and their public bodies but will here be considered as one totality. 
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The table (see Page 329) sets out the consolidated programmes and shows 
actual and estimated annual expenditures to date and the balances which are 
planned up to 1962. The relative magnitude of this programme may be 
illustrated by considering it together with the estimated Gross National 

Income for 1956-57 at current market prices, which was £812.3 millions. 
The sources of finance for this expenditure of £339.1 millions may be 

grouped as follows (by adapting information in the Economic Survey of 

Nigeria, 1959): 

Internal Sources m. 
Contributions from Revenue (including accumulated surpluses) are sae eS) 
Internal Borrowing (including loans from the Marketing Boards and the intro- 

duction of a limited fiduciary element in the currency backing) - 47.7 


Grants by the Marketing Boards to Governments Gein eget Nee 22.8 
Profits and Renewal Funds etc. of Public Corporations, and loans and grants from 


Marketing Boards to Public Corporation: 61.2 
Miscellaneous Internal Sources “Zi Bs aie aeh aS sn is 5.0 
External Sources 

Loans from the International Bank ae sae eee a fe sso 20.0 
Loans from U.K. Government: {m. 
Exchequer Loan ... 552 oes ach yee dae $08 mag eee) 
Commonwealth Assistance Loan ... = ah Rte 20% veou 2.0 

— 15.0 

Colonial Development and Welfare Grants a se was eee fe VAI 

Miscellaneous External Grants nat ate a ses wists we ae 2.0 

312.2 

Unfilled Gap ... = — are 433 a as jas Sar “ise ... 26.9 

339.1 


A probable source of finance not listed in the table is borrowing from 
contractors, z.e., making agreements to pay large overseas contracting firms 
for public works over a period of years. At least one large contract for an 
important bridge has been let in this way. These loans are not long-term, 
however, and their effects on finance in the next planning period are obvious. 
Such agreements could perhaps account for about a half of the gap. 

The gap could, of course, be closed not by finding further finance but by 
delaying completion of some of the projects. There have indeed been unfore- 
seen delays in carrying out projects in earlier years of the programme because 
available constructional and executive capacity both in the civil service and 
in the construction industries was being used to the hilt, and the develop- 
ment plan was originally intended to be fulfilled by 1960. (Although the 
end of the planning period has been pushed back to 1962, however, modifica- 
tions and additions have at the same time been made to the programme.) The 
building and civil engineering industries have undergone expansion and the 
government departments concerned with the physical planning of projects 
have been strengthened by filling vacant posts for engineers and others. The 
period when the capacity to execute plans was the limiting factor on develop- 
ment is thus coming to an end: finance, which has so far not been in short 
supply, is taking its place and the pressure to fill the gap is likely to be strong. 
Where will this pressure be exerted? 
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It has already been noted above that it is the present intention to allow 
a fiduciary element in the new currency of only half the legal limit for the 
first two or three years—that is, as it happens, up to the end of the present 
planning period. On the basis of a total currency of £70 millions! the extra- 
legal safety margin in the reserves would be £14 millions, which must 
constitute a standing temptation, for it is roughly the amount of the gap after 
allowing for deferred payments. It is certain, however, that if pressure to 
fulfil plans by these means did arise, it would be resisted by the monetary 
authorities to the utmost. 

Nigeria’s sterling balances as at Dec. 31st, 1958 were as follows: 


£ million 

Federal Government ... ote — es age = aoe Ae eek 0.0: 
Regional Governments oa eee Xs fee a3 “OF ae se 3.0 
Local Government Bodies _.... <cf ae E Sse Nee Not ce 3.5 
Development Boards and Corporations. .... sae 6.1 
Other Statutory Corporations and Official Bodies if? 
Marketing Boards AEE eae Sore ale 5 aoe hea _ «ane 32.0 
West African Currency Board oe oo. ste oe sée wee wot 70.0 
Commercial Banks... ae at ee “a sas aes ats tut 10.6 
£211.0 


Not all of these funds are readily available to the Federal Government for 
the purpose of financing development. A substantial proportion is in the 
hands of the Regional Governments and the boards* and corporations set up 
under Regional constitutional authority. However, not all development 
projects are Federal, and the Regions would have an interest in seeing that 
public loans floated by the Federation were fully subscribed. Of the funds of 
the governments, boards and corporations (excluding Marketing Boards) 
totalling {m. 98.4, probably about {£60 millions could be made available in 
case of absolute need, the rest being ear-marked for special funds (including ~ 
sinking funds for external debt) or required for working balances.? 

It is very likely, however, that rather than touch these balances, the 
amount required to close the gap in the present planning period will be sought 
in the form of overseas borrowing. Improvements in the machinery of tax 
collection and rising incomes are likely to make revenue more buoyant in the 
remaining years of the programme than has been allowed for in the table of 
sources of finance, so appreciably reducing the amount of loans which it is 
required to seek. The public debt at present is not high, at a total for Federal 
and Regional governments together of £47.99 millions, of which £19.65 
millions is external. This figure for external debt is about £2 millions less 


* The currency is in fact only £55.5 millions (as at December 31st, 1958). The West 
African Currency Board backing for its currency in circulation in Nigeria was £70 millions 
at December 31st, 1958, being the estimated share of the assets of the Board based on the 
value of its currency in circulation in Nigeria. 

; Including the Marketing Boards, which are now on a Regional basis. 

There is a good case for consolidating the Nigerian sterling balances in the hands of 
the Central Bank, though there are some resistances to doing so. This would economise on 
working balances, strengthen the Central Bank as the guardian of the external value of 
the currency, and permit maximum use of accumulated capital for development. See 
I.B.R.D. Report ‘ The Economic Development of Nigeria ’, 1954, p. 57. 
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than it was ten years ago. By the end of the present planning period, however, 
£22.2 millions will be added by loans already negotiated but not drawn. 

It has been mentioned above that up to about 1958-9 the limiting factor 
on the pace of Nigerian development was constructional and executive 
capacity. This fact is relevant for a consideration of Shonfield’s' argument 
that dollar-earning colonies could be expected to exact markedly increased 
drawings from the dollar pool upon gaining independence. The point has 
at least for the present lost some of its interest with the coming of converti- 
bility, but it is at least doubtful whether Shonfield’s fear would have been 
realised in Nigeria’s case if independence had preceded convertibility. 
Countries having development plans which are regarded as a paramount 
objective and being unable for some years to fulfil them because of lack of the 
capacity to do so are not likely in the meantime to dissipate their external 
reserves on riotous consumption. It was the combination of development 
plans, the capacity to fulfil them, U.K. inability to fulfil orders, and general 
dollar shortage which made for discomfort in sterling area membership. 

Nigerian interests, which for some years must centre round confidence in 
the new currency and economic development, are well served in present 
circumstances by the existing sterling area arrangements. 


University College, 
Ibadan. 


1 British Economic Policy Since the War, 2nd edn., 1959, pp. 136-8. 


THE FEDERATION OF RHODESIA AND NYASALAND 
By MIcHAEL Faber 


On the whole, this country has benefited much from its membership of 
the Sterling Area, as the area now operates, and from its banking connections 
with Britain. It is partly for this reason that the most drastic suggestions 
made for modifying the Sterling Area are greeted with disparagement. 

In practice, it is not always possible to isolate the benefits or penalties 
incurred with Sterling Area membership from certain other effects derived 
from imperial preference, membership of the Commonwealth, from a historic- 
ally close association with the British commercial banks, and from certain 
other such relationships. Any attempt to examine in detail the effect of an 
alteration in one of these relationships, while assuming the others unchanged, 
or indeed any attempt to estimate how things might have operated had one of 
these relationships been modified must be somewhat artificial. 

Nevertheless it is possible, in fairly specific terms, to relate the benefits or 
penalties that Sterling Area membership with other associated connections 
yields to the Federation. It is also possible to discuss both the likely re- 
actions to attempts to reform the Area in any of the main ways suggested, and 
what the effect upon the Federation would be if any such reforms were 
carried out. 

I shall discuss the combined effects of Sterling Area membership and. 
Commonwealth membership under three separate headings: (1) the avail- 
ability of capital, (2) imperial preference and (3) banking connections, and 
other sundry advantages. I hope that in the course of discussing the effect of 
current Sterling Area and Commonwealth membership, the effects upon the 
Federation of the various changes suggested will also become evident. 
Nevertheless, I shall summarise what I consider would be the chief effects of 
these changes separately, while reviewing the local reaction to them. 


The Availability of Capital 

There is little doubt that access to the London market, and the freedom 
with which individuals and companies can transfer sterling to the Federation 
together constitute by far the most important single benefit that the country 
obtains from membership of the Sterling Area. For, both on public and on 
private account, the Federation has done extraordinarily well in the matter of 
loan and equity capital attracted from London in the years since the war. 
Besides official borrowing, there have been very large flows of private capital 
from Britain for investment in local mining, in land, in construction, in 
manufacturing industry, or in establishing branches in the Rhodesias or 
Nyasaland of British firms. ors ae 

Some idea of the types of capital inflow for the year 1958 is given in 
Table I. The source of such capital, by regions, is shown in Table II. A 
longer, but more summarised view of the size and source of capital inflows, 
by region, is given in Table III. In this latter table, decreases in external 
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TABLE I 
Capital Transactions* 


ee 


Receipts Payments 


1956 1957 1958 


Item oT eae eS a ee 
1956 1957 1958 


£ £ -s “- 
million million million | million million ‘million 
1. Official: 
Long Term Capital: 
1. Official Loans— 
(i) London Stock ... 
(ii) New York Stock “ae 
(iii) Local Stock Subscribed 
Abroad see aa 
(iv) 1.B.R.D. Loans 
(v} C.D.C./C.A.A. ... 
(vi) Other ... Rae 
2. Direct Investment me 
3. Sterling Balances, n.e.s. ... 
4. Amortization Se Ze 
Short-Term Capital: 
5. Sterling Balances, n.e.s. ... 


Total Official Capital 


i) 


ba lit 
lI 
lad 


me bees ee [8 

dN OWO bat foe} 
JecFl] Fs cf | 
Ann - 

se al 


o Ne 


* 


Anis 


S| > 
-_ 

om | tn 
wml 


o}e 


X) 
~J 
to 
a 
tee 
io 


Il. Private (Recorded): 
Long-Term Capital: 


6. Equity Capital 9.2 4.8 2.0 — 0.2 —— 
7. Loan Capital ase aca 9.8 12.8 14.2 0.6 0.3 0.1 
8. Other Direct Investment 2.6 7.7 7.0 — 0.2 0.4 
9. Sterling Balances, n.e.s. ... — 0.2 — 0.1 _— 0.6 
10. Amortization 8 Ah 0.6 — 0.2 1.0 2:7, 4.3 
11. Other 554 oe 1.0 4.5 4.5 — 3.5 2.4 
Short-Term Capital: 
12. Sterling Balances, n.e.s. ...| 13.3 29.4 3.8 _ 
13. Miscellaneous er 12 0.9 6.7 1.0 
Total Private Capital Be st | 60.3 38.4 


III. Balancing Item: 
14. Unrecorded Transactions 
IV. Change in Banking Reserves: 
15. Central Bank sas wee 
16. Commercial Banks 


Total Change in Reserves 27.5 


103.3 
67.3 


1.5 
72.8 
54.8 


16.8 3.3 


45:3 36.0 18.0 


Total Capital Transactions ...| 46.4 


Balance of Capital Transactions} 31.1 


* Changes in the sterling balances of those institutions rendering regular monthly returns 
are separately identified in this table under the headings ‘ Stuting Malantes 0.e.s. srclgeiees 
in Liabilities and the capital transactions of other enterprises are shown elsewhere under the 
appropriate heading. 

Source: Economic Report, 1959. 
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TABLE II 
Capital Transactions by Regions 


Receipts Payments 
Item 1956 1957 1958 1956 1957 1958 


million ‘million WH A RB, ga. 
1. Total Sterling Area: million | million million million 


Official Long-Term Capital ...! 6.2 6.0 144 2.3 
Official Short-Term Capital ..| 16 51 — = at al 
Private Long-Term Capital -| 17.0 27.1 25.6 1.1 4.9 5.4 
Private Short-Term Capital ...| 14.5 30.3 10.5 0.2 0.4 0.8 
Change in Banking Reserves, 

tC: a oto — 27.0 1.5 8.0 16.8 4.0 

Total 
2. Dollar Area: 


Official Long-Term Capital 
Private Long-Term Capital 
Private Short-Term Capital ... 
Change in Banking Reserves,etc. 


Total 
3. O.E.E.C. Countries: 
Private Long-Term Capital 
Private Short-Term Capital . 
Change in Banking Reserves ... 
Total 


4, Non-Territorial Organisations: 
Official Long-Term Capital 


Note. Estimates of Private Capital movements cover only recorded transactions. 
Source: Economic Report, 1959 


teserves have not been treated as capital inflows, nor has account been taken 
of capital transactions involving payments by Rhodesia to Britain or to other 
members of the Sterling Area. The figures therefore give an indication of the 
gross capital made available from different regions. It will be seen at once 
that the proportion of gross foreign capital coming from the Sterling Area 
has varied between 100 per cent and 60 per cent. To give some indication of 
the size of these inflows in relation to the general dimensions of the Federal 
economy, total gross foreign capital inflows have been computed as a propor- 
tion of Net Domestic Product. This proportion has varied from 10 per cent 
to 28 per cent. 

Several qualifications have to be borne in mind when interpreting these 
calculations. First of all, a great deal depends on whether the major copper 
companies are treated as domestic or foreign. They operate in Rhodesia, but 
are owned predominantly abroad. The Rhodesian Anglo-American Corpora- 
tion and its associated mining companies have been treated as ‘ resident’ in 
the national accounts since 1951, and the Rhodesian Selection Trust group 
of companies have been treated as ‘ resident’ since 1953. Once a company 
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changes from being ‘ foreign’ to being ‘ resident’, its undistributed profits 
disappear from the current account of the balance of payments, and the rein- 
vestment of such profits is no longer recorded as a receipt of capital from 
abroad. Henceforth, undistributed profits are treated as part of domestic 
saving, and the reinvestment of such profits as part of home investment. 
From 1955 to 1956, the copper companies’ undistributed profits were very 
large, averaging about £18 million annually. Some economists have argued 
that these sums should still be treated as capital inflows, since such undis- 
tributed profits belong ultimately to shareholders, most of whom live outside 
the Federation, and since it is these same shareholders who decide, in the 
last resort, what should be done with their profits. 


Furthermore, the figures in Table III do not include transfers of funds 
belonging to immigrants. To the extent that these sums could have been 
blocked but were not, they might be looked upon as investment made avail- 
able at least partly because of Rhodesia’s membership of the Sterling Area. 

There is another point that deserves to be made. Increasing capital has 
been made available in recent years from ‘ International Agencies’. The 
main loans under this heading have been made by the ‘ World Bank’ 
{1.B.R.D.) for the Kariba project and for the Rhodesia Railways. Because the 
Federation is not itself a member of the World Bank (nor, for that matter, is 
it a member of the International Monetary Fund), these loans are guaranteed 
by the British Treasury, just as if the Federation were a Dependent Overseas 
Territory (D.O.T.). The situation is rather anomalous, for the Federation 
is—financially—completely autonomous and independent. Nevertheless, 
there is little real doubt that one effect of the British Treasury guarantee has 
been to have made available from the World Bank somewhat more money 
than would otherwise have been the case.” 

Even the most cursory glance, then, indicates the extent to which, directly 
and indirectly, the Federation has been dependent upon London for the 
major part of its foreign capital. Equally clearly, suggestions that the Feder- 
ation might have been able, or might be able, to raise comparable sums in 
other markets must be deemed completely unrealistic. 

In 1958, the Federation did, for the first time, float a loan on the New 
York market. The operation was not really a very great success. To begin 
with, the sum raised ($6 millions) was considerably smaller than had originally 
been hoped. It is believed that the issue itself was mostly subscribed to by 

1 A thorough account of the criterion selected for the definition of ‘ resident institutions ’ 
is given in “ The Balance of Payments of Rhodesia & Nyasaland, 1945-54’ by Dr. A. G, 
Irvine, O.U.P. (1959), pages 48-63. No student of the Federation’s economy can fail to 
acknowledge a great debt to Dr. Irvine for the extraordinarily thorough work he has done. 

2 Asa D.O.T.-status territory, the Federation pays the standard rate of 44 per cent, plus 
another 1 per cent ‘ service charge’. When the World Bank sells the paper, which it does 
occasionally, to some financial organisation willing to hold it to maturity, such as the Suez 
Canal Company or the Swiss Bank Corporation, the extra 1 per cent no longer has to be 
paid. Permission for such transactions has to be gained from the British Treasury, the 


arantors of the paper, who are believed to view the matter somewhat wryly, as well as 
et the Federal eeament Not unnaturally, consent by the Federal Government is 


more or less automatic. 


336 THE BULLETIN 


foreigners, rather than by U.S. institutions. It has stood consistently at a2 
slight discount, and some of it has already been retired. Beyond that, the 
cost of floating the issue, in terms of visits to the U.S.A., consultations, 
commissions, legal fees, and preparation of data for the underwriters proved 
extremely high. Even now, Treasury and Bank officials speak with grim awe 
of the 51-page prospectus required by the New York underwriters, compared 
with the usual 2-page screed that for years and years has satisfied the London 
market. ; 

Suggestions that loans should be raised in Germany or Switzerland 
encounter similar objections. In Germany, for instance, there is a securities 
tax of 24 per cent, as well as underwriters’ fees of 2} per cent. By the time 
the loan had been prepared and floated, with all costs and commissions 
deducted, Federal officials reckon they would be left with only £92 or £93 out 
of the hundred. 

Such conditions are in marked contrast to the ease, speed, and inexpen- 
siveness of raising funds on the London market. The conclusion must be 
that, were the Federation excluded from official borrowing in London, it 
would not in fact be possible or practical to raise compensatory sums in 
other markets, unless such markets were changed out of all recognition in 
their attitude to foreign issues. If measures were taken to restrict outflows of 
private capital as well, the situation for the Federation would be even more 
serious. 

We must conclude that implementation of either Day or Shonfield’s ideas 
would lead, as would be intended, to a considerable dimunition of sterling 
flows to the Federation. Since there would be little chance of recouping this 
capital elsewhere, the local rate of growth and expansion would be slowed. 
This would have two effects upon imports. First, it would lead to a diminu- 
tion in the overall level of imports. Second, it would lead to a shift in the 
import pattern away from British exports, and towards the exports of what- 
ever countries were able to supply some part of the foreign capital. This 
shift would be particularly pronounced with respect to private capital move- 
ments associated with the establishment of branches or subsidiaries, or with 
the export of machinery. 

Would any of the other suggestions succeed in stepping up the capital 
flows to, and the rate of growth in, the Federation? It is possible to think 
up ways in which the inflows of British capital might be increased—or at 
least maintained above a level that could otherwise be achieved—but few of 
these ways seem to have direct connection with the basic mechanisms of the 
Sterling Area.! 

It is sometimes claimed that the demise of the Capital Issues Committee 


* Political stability, wide dissemination of investment opportunities, an increase in the 
purchasing power of African consumers, and possibly some greater measure of protective 
tariffs might all encourage greater inflows of private capital. Clearly measures of the type 
ae hte advocates oa make ips official capital available to the Federation, although 

€ overseas service charges involved, added to existing obligations, would set a limi 
the amount the Federation could wisely absorb. egr a 
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would have such an effect, but even this is doubtful. In the past, it has not 
been the Capital Issues Committee that has put any limit on Rhodesian 
borrowing, but simply the receptiveness of the London market. It is con- 
ceivable that, in the short run, without the C.I.C., the country might have 
borrowed more. But there are some who maintain that, in the longer run, the 
country would have got less —at least on official account. For, it is reasoned, 
there is a limit to the amount of Colonial paper that the market can absorb, 
and, had there been completely free access to this market for all colonies, the 
Rhodesian and Federal governments would have been likely to have received 
a much less favourable share, and even a smaller absolute amount than in 
fact they acquired. 

The C.1.C. did on one occasion take action which might have prevented 
the flow of private capital to the Federation. This was in February, 1958, 
when Rhodesian Anglo-American, Ltd., invited their members to subscribe 
to an issue of £4 million 6 per cent registered Loan Stock (at £95 per cent). 
The C.I.C, ruled that not more than £500,000 could be taken up by British 
shareholders. Half the company’s members were registered in London at 
that time, but despite this, the full £4 million was raised without the sum from 
Britain, laid down by the C.I.C., being exceeded. 

In contrast to this, and as a more typical example of what Sterling Area 
capital availability has meant to this country, one recalls the public issue of 
£32 million at 24 per cent raised by the Southern Rhodesia government in 
London in 1947, chiefly to enable it to purchase the Rhodesia Railways from 
the British South Africa Company. In retrospect, the munificence and cheap- 
ness of this loan are rather astounding, and government financiers still talk 
about it with a touch of embarrassment. Southern Rhodesia’s national 
income was only £54 million at the time; the Stock matures in 1965~70 and 
in November, 1959, stood at £74. 

In concluding this section, one should perhaps look at the other side of the 
picture. Private investment in the Rhodesias since the war has proved, on 
the whole, extremely profitable. And such investment has led to a substantial 
increase in the demand for British exports, not only for investment type 
goods (though the import content of capital expenditure is usually reckoned 
at about 60 per cent), but also for consumer goods as a result of the higher 
income levels generated. The Federal authorities are proud of the fact that, 
uniquely amongst countries under the Commonwealth Relations Office, 
they have never imposed any restrictions either upon the export of capital 
anywhere within the Sterling Area, or upon imports from Sterling Area 
countries (save for the protection of local agriculture).* 


1 This virtuous restraint is sometimes compared with the behaviour of the Union of 
South Africa, whose controls on capital outflows at one time had an unfavourable effect 
upon the finances of Rhodesian Building Societies. These controls were originally imposed 
for balance of payments reasons, under Article 12 of IMF. Since then the South African 
reserves have doubled, but the controls remain. There are many here who think they are 
being retained as a bargaining counter. The Federal government has given notice that it 
wishes to see its Trade Agreement with South Africa terminate in June, 1960. Already, the 
preliminary processes of renegotiation have begun. 
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Imperial Preference 

The system of Imperial Preference has two main effects upon a country’s 
economy. First, it may stimulate exports, or at least allow those exports to be 
sold at a higher price in markets where they are granted preferential treat- 
ment. Second, it may alter the pattern of imports, by allowing other Common- 
wealth countries to sell somewhat more, or at a somewhat higher price than 
they would be able to do without preference. The more effective Imperial 
Preference is, in this second instance, the greater will be the extra cost (or 
sacrifice) incurred by the importing nation. The problem, then, is to compare 
the beneficial effects of Imperial Preference upon a country’s exports, with the 
deletorious effects upon what it is paying for its imports. 

To do this, in very general terms, with the Federation’s trade is com- 
paratively simple. Table IV shows, in summary form, the chief domestic 
products exported by value, the value of such exports imported into Britain, 
the approximate margin of preference they enjoy, the value of such exports 
imported by the Union of South Africa, and the value of such exports im- 
ported by other British countries. 

It will be seen at once that the bulk of the Federation’s exports are 
minerals of a type which hardly any country makes the object of import 
duties. (The one very important exception to this is Rhodesian tobacco, 
which must be treated separately.) Consequently, the scope for preferential 
treatment is initially small. If we exclude the effect of Imperial Preference in 
those Commonwealth countries (Canada, Australia, and the Union of South 
Africa) with which the Federation has trade treaties, we find that preferential 
treatment is accorded to less than 20 per cent, by value, of the Federation’s 
exports, and that the average margin of preference, where such preference is 
granted at all, is less than 4 per cent. 

But we must remember that Imperial Preference is only of interest to us, 
in the present context, to the extent to which it is bound up with Sterling 
Area membership. In this respect, we must consider the position of tobacco 
in somewhat more detail. For the growth of the Rhodesian tobacco industry 
since the war, and the high level of tobacco exports, are both in considerable 
measure due to the fact that, in the days of the dollar shortage, Rhodesian 
tobacco could be purchased with a ‘ soft’ currency. 

The Federation enjoys three distinct advantages in the marketing of 
its tobacco in Britain. The first is a preference in the tariff of 1s. 64d. in the 
Ib., which is common to all Commonwealth countries. The full tobacco duty 
is £3 1s. 2d. per lb., and the preferential duty is £2 19s. 73d. Like many 
of the British preferences, it is specific, and therefore its significance has 
diminished with increasing prices. When it was first granted, the 1s. 64d. 
preference was more than the average value of Rhodesian leaf. Now it is 
about one third its value. To the buyer, taken as a proportion of the cost of 
leaf plus the duty, the preferential margin is something less than 24 per cent. 
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TABLE IV 
Value of Exports, by Destination, and Average Margin of Preference 


Exports, 1958 Total to Imp. Pref. to Other Briti 
Piss: ; : . ish 
. Principal Articles Exported i Britain in U.K. Countries (incl. South 
m. Africa 
1. — gore “ 2 com a 109, a (1.9 to S. Africa) 
Gold . 68 68 es 
Chrome and Products 4.0 2.8 a 4 
ee: = 7c = a +2 (1.3 to S. Africa) 
Lead 8 be 109 : 
Lithium and Uranium Salts VPS ee 
Coal and Coke 6 — = —_ 
Manganese ... 4 — = ae 
oe gti: m — — .3 (all to S. Africa) 
Total Mineral Products 88.3 49.6 10.3 
2. se ee ae a ae 4.5 (0.8 to S. Africa) 
Maize and Meal 1.7 Ay baa] oats 
meee “ at 3 oi08e .3 (all to S. Africa) 
Wattle 7 1p O10% me oo 
Groundnuts 6 2 10% 1 
Raw Cotton 6 3 5% _— 
Wood and Products| 4 — 0-10% .5 (all to S. Africa) 
Other agric’al products ah al 0-10% — 
Total agric’al products 37.9 22.6 5.5 
3. Textiles wae 2s = see PZ — N.A 4 (all to S. Africa) 
EAs ai Sats a sie <3 — .3 (all to S. Africa) 
ios ies ee sais 5 —_ 5 (all to S. Africa) 
Other manufactures _ ae 4 — 2 (all to S. Africa) 
Total manufactures 3.7 — 3.4 
4. Unspecified =e =: ee RICO. — 5 
Total) 3. as ee ree 13.0 TZ 2 21.1 (10.8 to S. Africa) 


Notes. 1, Percentage of exports to U.K. on which Imp. Pref. is enjoyed, 36 - cent. 

2, Average margin of U.K. preference, when enjoyed, 4 per cent. 

3, Average margin of preference on all exports to U.K., 1} per cent. 

4, Percentage of total exports on which Imp. Pref. is enjoyed, less than 20 per cent. 
Discrepancies in additions are due to rounding. 

Sources: Annual Statement of External Trade, 1958. United So Customs and 


Excise Tariff. 
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However, although very small, tobacco buyers still insist that this margin is 
significant. 

The second advantage Rhodesian tobacco growers enjoy stems from the 
‘ non-dollar content ’ ruling which still governs the operations of all cigarette, 
cigar, or pipe tobacco manufacturers in the United Kingdom. This ruling 
states, in brief, that over the whole range of his operations, a British manu- 
facturer must use at least 39 per cent tobacco from non-dollar sources. He 
is, of course, free to use a higher proportion of non-dollar tobacco if he wishes 
to, but this is seldom done. From 1954-58, Rhodesian tobacco averaged 
about one quarter of all tobacco imports into Britain, and just less than two 
thirds of all non-dollar tobacco imports. Since there is believed to be a 
trend in taste towards American type cigarettes, which use very little Rhode- 
sian tobacco, it would seem safe to conclude that the ‘ non-dollar content ’ 
regulation does in fact mean a very great deal to Rhodesian producers. 

It is noteworthy that tobacco was one of the 28 commodities on which 
dollar import restrictions were not lifted in the trade liberalisation move of 
November 4th, 1959. At that time, however, Mr. Maudling did express the 
hope that the remaining restrictions would be lifted sometime in the future. 
Should this be done, it would undoubtedly have serious effects on Rhodesian 
tobacco production. The amount of American tobacco available might still 
be limited by acreage controls within the United States, but the Canadian 
plantations (which are mostly the subsidiaries of American producers) would 
be in a position to expand production, and would benefit from the preferential 
tariff as well. The lifting of restrictions on dollar tobacco imports would be 
especially painful if it coincided with European Common Market action to 
give 30 per cent preferential treatment to tobacco grown by the ‘ associated 
territories ’ of its own members. 

The third advantage, or safeguard, that Rhodesian tobacco growers enjoy 
arises out of the guarantee by the British tobacco using industry to buy, 
subject to quality and price, certain minimum quantities of Rhodesian 
tobacco. Under the terms of the same agreement, estimates of tobacco 
requirements by the U.K. manufacturers are made three years in advance. 

The distribution of both imports and exports between country of origin, 
or of destination, is shown in Table V. It will be noted that while, in 
1958, 77.8 per cent of imports came from Commonwealth countries, only 
66.3 per cent of exports go to other countries in the Commonwealth. More- 
over, while most of the exports are minerals to which no tariffs (and therefore 
no preferential treatment) apply, a large proportion of the imports are manu- 
factured producer or consumer goods on which a tariff is levied. 

The general structure of the Federal tariff was taken over from the old 
Southern Rhodesian tariff. It is divided into four columns A, B, C, and D, 
which refer as follows. D applies to imports from the United Kingdom and 
other dependent overseas territories (although several items from Hong 


1To the uninitiated, it still seems odd that the cost of tobacco in a ci i 
England may comprise as little as 4 per cent of its selling price. ee 
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Kong do not, in fact, enter under D). C applies to imports from independent 
Commonwealth countries. B applies to imports from ‘most favoured 
nations ’. And Column A applies to other imports. In principle Column B 
is the basic tariff, and Columns C and D are concessionary rates. But since 
the level of the tariff was determined originally by revenue considerations, 
and since most imports originate in Britain or the Union of South Africa, it 
would probably be more realistic to regard Column D as the basic tariff. 

The tariff structure varies commodity by commodity, but, in general it 
operates like this : 

Col. A Col. B Col. C Col. D 


On Consumer goods ... a x a SUA 20% 20% 10% 
On Capital goods and Raw Materials wee 10% 5% free free 
On humanitarian items, or commodities only 

obtainable from one source as free free free free 


In principle it would appear that there was really quite a substantial 
preference working in favour of the United Kingdom and its dependent 
territories. And this preference is certainly important for goods produced 
in competition with O.E.E.C. or American suppliers. But some of the effect 
of this preference is dissipated by the application of the terms of the Trade 
Treaty with South Africa, which allows many South African goods to enter 
the Federation at the Column D rate, minus a tenth of that duty. 

As can be seen from Table V, for reasons which are both geographical 
and historical, South Africa is Britain’s foremost competitor in the Rhodesian 
market. Together, in 1958, they supplied 69.2 per cent of the Federation’s 
imports, the U.K. 37.9 per cent and the Union of South Africa 31.3 per cent. 

It would not, I think, he correct to regard the Trade Treaty with South 
Africa as part of the Sterling Area structure. But it would be fair to comment 
that, although the Union and the U.K. would certainly be Rhodesia’s leading 
suppliers whether or not Trade Treaty and Imperial Preference operated, 
these two factors do serve to increase the share of both parties in the Federal 
market, and to that extent to distort an optimum pattern of imports. Trade 
Treaties also exist with Australia, Canada, the Bechuanaland Protectorate, 
and Portugal, but although these treaties certainly lead to some slight increase 
in bilateral trade, the extent to which they distort an ‘ optimum’ import 
pattern is insignificant. 

But, just as the ‘non-dollar content’ ruling has almost certainly had 
more effect on the total value of Rhodesian exports in recent years than all 
imperial preferences taken together, so too have Rhodesian quantitative 
controls served to influence—though not to the same extent—the pattern of 
Federal imports. Quantitative Restrictions (Q.R.’s) have been progressively 
relaxed over the past few years and now only apply, not very stringently, to 
imports from the dollar area and from certain other regions, including most 
of the Iron Curtain countries and Japan. 

In consequence of this progressive relaxation of Q.R.’s, one has seen, as 
was to be expected, a gradual but persistent increase in the proportion of 
imports originating from non-Commonwealth (and non-Sterling Area) 
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countries. Table V illustrates this quite clearly. In the quinquennium 
1934-38, non-British countries supplied 26.9 per cent of the imports of 
Southern Rhodesia, and 22.4 per cent of the imports of Northern Rhodesia. 
Reliable trade figures for Nyasaland were not kept at that time, but it would 
be reasonable to suppose that the percentage of non-British imports would 
have been even higher than it was in Southern Rhodesia. 

Nevertheless, it would be rash to regard any combination of these figures 
as giving a ‘normal’ proportion of non-British imports. The experience of 
the war years, the growth of South African secondary industries, the strength- 
ening of established trading links, changing tastes and needs, and the extrac- 
tion of North-Eastern Rhodesia and Nyasaland from the provisions of the 
Congo Basin Treaties have all served substantially to modify the structure of 
the Federation’s import demands. One can only say that as the remaining 
Q.R.’s are removed one would expect the present 22.2 per cent share of the 
non-Commonwealth countries slightly to increase. 

Although it is difficult to estimate the extent to which Imperial Preference 
limits the flow of non-Commonwealth imports, it is possible to indicate in 
general terms the extent to which Commonwealth imports are favoured and 
encouraged. Table VI attempts to do this. If we treat the provisions of the 
South African Trade Treaty as being quite separate from the consequences of 


TaBLE VI 
Value of Imports, by Source, and Average Margins of Preference 


Imports, 1958 average margin 
value, £ million of preference 
1. From Britain: 
Consumption goods and Consumer durables “ist 26 12% 
Capital Goods and Raw Materials ... a oz 28 6% 
Goods on which no preference is granted ... 5 6 — 
Total from Britain was 4 <r ee 60 (8%) 
2. From South Africa... rae sas eee sls 49 
3. From other Commonwealth countries =oC oes 12 (3%) 
4. From other foreign countries ee awe sae 35 — 
Total, all imports... Ie sen Be 65 158 


Notes. (a) discrepancy in addition due torounding. = : ; 

(6) Imports from South Africa are not treated as enjoying Imperial Preference, since 
they are covered by a separate Trade Treaty. Imports from other Commonwealth countries 
are treated as subject to Imperial Preference, despite the existence of Trade Treaties, when 


ch Treaties do not in fact alter the Imperial rate. j : 
on Siaitse’ Annual Statement of External Trade, 1958. Customs and Excise Tariff, 1955 


(as amended). 


Commonwealth or Sterling Area membership, it becomes quite obvious 
that the chief benefactor of the Imperial Preference is the United Kingdom. 
We have seen that of the Federation’s exports to Britain, only 36 per cent 
benefit from preferential treatment, the average preference enjoyed is only 4 
per cent, and the general margin of preference taken over the total value of 


1 These estimates are from Dr. A. G. Irvine’s book, cited above, p. 512. 
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exports to Britain works out at about 14 per cent. Of the Federation’s 
imports from Britain, well over 80 per cent enjoy some sort of preference, 
the average margin of preference where granted is about 9 per cent, and 
the general margin of preference on the total value of imports from 
Britain works out at about 8 per cent.1 Apart from that, certain British 
imports are granted particularly large preferences, viz. motor cars 174 per 
cent, bicycles 20 per cent, radios 15 per cent, cotton cloth 12} per cent, and 
electrical machinery 10-124 per cent. These ‘ critical’ items taken together 
comprise almost one fifth of all imports from Britain, and they enter the 
Federation at an average preference of around 15 per cent. It should be 
stressed too that, whereas many of the Federation’s competitors in the British 
market are other Commonwealth countries who also enjoy Imperial Prefer- 
ence, Britain’s competitors in the Federal market (the U.S.A. and O.E.E.C. 
countries, but excluding South Africa) do not. The conclusion to be drawn 
is that for Britain, not only is the preferential margin far higher and of far 
wider application, it is of more competitive importance as well.? 


The abolition of Imperial Preference would therefore seem likely to have 
two immediate effects upon Rhodesian imports. First, it might significantly 
reduce the overall cost of those imports, while maintaining or increasing user 
satisfaction. Second, it would lead to a considerable reduction in the U.K. 
share of those imports. The extent of this reduction is difficult to gauge. 
Because so much of the country’s capital and so many of her immigrants come 
from Britain, the demand for industrial goods and the taste for consumer 
goods have both tended to develop in favour of British (or South African) 
products. Agencies, branches and subsidiaries established during the years 
of Imperial Preference would continue to operate and to encourage trade even 
if the system. of Imperial Preference were to be abolished.* For all these 
reasons, one can conclude that the cumulative effect of the working of 
Imperial Preference on the demand for U.K. exports has been much greater 
than the counter-effect of abolishing Imperial Preference would be now.* 


?It must be admitted that these figures are rather rough estimates, resulting from the 
application of preferential margins to quite large categories of imports. An exact computa- 
tion on each item imported would be immensely laborious, could only be done within the 
Department of Commerce and Industry, and would certainly not produce a result different 
enough to effect the general argument. 

* Of course one should remember that British import controls, because of tobacco, have 
far more effect on Rhodesian exports, than vice versa. 

* It is sometimes argued that the maintenance of Imperial Preference indirectly encour- 
agee on elie Rerrecgh of capo bilge Lindt doubt the force of this. Besides, to the 
ent to which it encourages British subsidiaries, i i i 
paar thene g es, it presumably discourages other foreign 

“Attempts to measure the trend of Imperial Preference in Rhodesia are rendered some- 
what complicated, not only by the fact of Federation, but because, prior to 1953, there had 
never been any tariffs between Southern Rhodesia and the Union of South Africa. If one 
looks upon a tariff free position as ‘ super-preferential ’, then one would presumably con- 
clude that the general margin of preference had been reduced. If one looks upon such a 


position as not really preferential at all, then it would be logical to conclude that the margin 


of preference had increased. 
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The maintenance of a country’s reserves in sterling in Britain, and the use 
of the Bank of England for settling international transactions are not, by 
themselves, sufficient conditions of membership of the Sterling Area. They 
do seem, however, to be necessary conditions. But beyond saying this, it 
seems difficult to define just what banking relationship with Britain member- 
ship of the Sterling Area entails. Probably, contributions to, and use of the 
gold and dollar ‘ pool’ would be the most general single criterion. 

One must recognise, to begin with, that whether or not the Federation 
was a member of the Sterling Area in any deliberate sense, it would still be 
logical for a country which did such a large proportion of its trade with 
sterling countries, to hold considerable balances in London. But as long as 
non-Sterling Area countries (as well as Sterling Area countries) are able to 
convert their balances, the advantage that the Federation gains from use of 
London—though very considerable—is one of degree rather than of kind. 
The Bank of Rhodesia and Nyasaland is permitted to hold part of its reserves 
in gold and dollars, but in fact finds little reason for holding more than 
nominal amounts in this way. 

Since the reopening of the London Metal Exchange for dealings in copper 
in August, 1953, the Federation has run a consistent surplus with the dollar 
area. Prior to that, all copper was sold to the United Kingdom, though some 
of that was re-sold to dollar users. Although, in theory the Federation could 
hold its own reserves of gold and dollars, and of other currencies as well, it 
would undoubtedly be very awkward, unwieldy, and unnecessarily expensive 
to do this. The work of perpetually estimating in advance what currencies 
were going to be needed at what time would be both laborious and difficult, 
and would certainly result in the tying up of considerable reserves in non- 
earning form. 

Although, again in theory, the Federal government and the Central Bank 
could hold the bulk of their reserves in New York, if they did so, the yield 
would not be so high, the expenses of management would be much greater, 
and the task of switching reserve balances from London to New York would 
necessarily be quite a lengthy one, if the unloading of government stock were 
not to lead to severe losses. Even then, there is little reason to suppose that 
the commercial banks and companies, who hold a large proportion of the 
Federation’s overseas balances, would be prepared to follow suit. 

Thus, the more one looks at the problem, the clearer it becomes that 
London is virtually the only logical place for the holding of the Federation’s 
foreign balances. It is, moreover, an extremely convenient place. Reserves 
held there earn well. They are extremely switchable—either between places, 
currencies, or dates of maturity. The Bank of England operates the account 
with smoothness, speed and great efficiency—and provides the Central Banks 
in member countries with a wealth of assistance in such matters as reports, 
on the British market and their own plans, weekly news letters, circulation of 
journals of interest, research into and special reports on topics requested for 
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study, visits from advisers, office facilities when executives from local Central 
Banks visit London, and advice—or even mild executive duties—in operating 
customers’ accounts. 

There are certain possible or potential disadvantages. The individual 
balances of residents of Sterling Area countries are not convertible ,at the 
moment, while those of residents of non-sterling area countries are. Clearly 
this need not be a permanent feature of Sterling Area membership, but while 
it persists, it represents one slight disadvantage. 

A second disadvantage might result from the sense of obligation a member 
country feels to restrict its dollar imports, in order to relieve the pressure upon 
gold and dollars in the central pool. Such restrictions if they have any effect, 
must tend to put up the price of imports or to depreciate their overall quality. 
On the other hand, when this situation arises, a member country’s exports 
are likely to benefit. The effect of British import restrictions on tobacco 
exports was far more beneficial to the Federation than the effect of her own 
Q.R.’s was harmful. 

One might also mention the inconvenience and loss of purchasing power 
(at least in terms of dollar imports) occasioned by a devaluation at a time 
when the member country’s own trading position does not warrant it. At the 
time of the 1949 devaluation of sterling, no Central Bank existed in Central 
Africa, and the overseas balances were held either by (1) the Central African 
Currency Board, (2) governments and statutory bodies, (3) commercial 
banks, or (4) private companies. Given the Colonial status of the three terri- 
tories, the fact that the head offices of all the local banks were in London, and 
that most of the leading companies operated from there, it is hard to see— 
whether or not the three territories were officially Sterling Area members— 
how the reserves of the country and its institutions could have been held 
elsewhere but in London. 

Furthermore, although the total copper production was still being bought 
by the British government, the sterling price of copper followed the world 
price of copper set in dollars, and soon jumped the full value (and more) of 
the sterling devaluation. The hoist in the copper price and in the prices of 
other mineral exports, while the price of sterling imports remained fairly 
stable, led to a very favourable movement in the terms of trade, which soon 
more than offset any hypothetical loss in the value of reserves.! Indeed, in 
retrospect it can be seen that the sterling devaluation gave a considerable 
boost to the Rhodesian economies. 

There is one other possible inconvenience to be associated with member- 
ship of the Sterling Area. In the past, Britain at the centre has tended to be 
more restirctive than the R.S.A. and, in effect, the Bank of England, operating 
as agent for the British Treasury has originated and operated controls on 
behalf of the whole Sterling Area. Sometimes, these controls have been an 
unnecessary nuisance from the strictly limited point of view of one particular 
R.S.A. country. 


1 Between 1949 and 1950 the unit value of exports jumped 23 ; F 
value of imports rose only 7 per cent. xp j KS a per cent, while the unit 
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Yet, now that Britain has become more liberal-minded than the R.S.A., 
some of the member countries are finding it almost equally inconvenient 
when the centre of the Sterling Area liberalises at a faster rate than the R.S.A. 
country wants. The effective alternatives for an R.S.A. country like the 
Federation are either to operate controls virtually identical with those in 
force in the U.K., or else to operate the full range of currency controls, 
including measures against sterling transferability, all by itself. Any minor 
discrepancy between the currency regulations of Britain and the Federation 
would be extremely easy to circumvent. 

The Federation has little to lose by liberalising its own trade. But the 
removal of Q.R.’s on dollar imports could lead not only to a shift in the 
pattern of imports, but also to an increase in the total level of imports. At a 
time when Federal economic policy seems to be becoming increasingly 
protective, the lifting of Q.R.’s might simply make explicit the need for a 
tariff which had previously not been necessary because of import control. 
In so far as the raising of such tariffs might well incur the disapproval of 
G.A.T.T., the loosening of trade restrictions by the British government 
might indirectly prove a source of embarrassment to an R.S.A. government. 


Another advantage, often unappreciated, stems from the operation of the 
overseas branch banking arrangements. This is clearly not a defining feature 
of Sterling Area membership, but it could scarcely exist to the same beneficial 
extent without the Sterling Area. The parity that has always existed between 
Rhodesian and British currency has enormously simplified banking oper- 
ations, and has led to their expansion. This expansion has not only made 
available, for loans, British deposits to residents of the Federation. It has 
also led to a degree of confidence in the banks, both by depositors and by 
borrowers, that could scarcely have been achieved in any other way. The 
advantages of this confidence are likely to be taken for granted, until we 
encounter a situation where such confidence does not exist. 

Exchange parity is no longer automatic, now that the Federation has a 
Central Bank of its own, and it is at least conceivable that the Federation 
would not have followed Britain, had Britain decided to devalue in the 
autumn of 1957.1 And while exchange parity does exist, it may lead to some 
‘ importation of inflation’. However, flexible exchange rates for the currency 
of a country whose reserves fluctuate so much with the prices of leading 
exports, might result in uncontrollable speculation. And attempts to appre- 
ciate the Rhodesian currency, would almost certainly have to be accompanied 
by higher tariffs or renewed import controls. 

On balance then, there would seem to be strong economic reasons why, 
under all normal conditions, the Federation should continue both to hold 
its reserves in London and to maintain the parity of its own currency with 
sterling. But these reasons arise more from the structure of the country’s 

1 The precedents for doing this are not, in fact, very encouraging. Both the Union of 


South Africa (1931) and Pakistan (1947) are believed to have regretted their decision not to 
devalue when Britain did so. 
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trade, its banking connections, and its transactions on capital account, than 
from any urgent need to make use of the Area’s gold and dollar * pool ”4, 


The Proposals for Reform 

Against this background it is possible to assess, quite briefly, both local 
reaction to, and the local impact of the various proposals made for re-shaping 
the Sterling Area. 


1. Britain Alone: 

Any scheme along these lines—and one should add, thankfully, that no 
scheme along these lines seems remotely likely —would be opposed vigorously 
in negotiation, and if pressed through, would be met with retaliatory action, 
slight though the effect of this action might be. What form might this 
action take? The abandonment of Imperial Preference, the control of repatri- 
ation of capital to Britain, the refusal to make Rhodesian gold available, and 
the initiation of negotiations with the European Common Market, these are 
some of the counter-ploys that come to mind.? But the most telling factor is 
something political, not economic. Any measure that drives the Federation 
further from Britain, drives it closer to the Union of South Africa. 

Any decrease in supplies of sterling capital would certainly impede growth 
within the Federation. It would also lead to a marked falling-off of imports 
from Britain, as a result not only of an absolute fall in the level of imports, 
but also of a re-direction of those imports away from Britain and towards the 
new suppliers of capital. 

Financiers in Rhodesia, who have got used to regarding Britain as simply 
the ‘ primus inter pares’ in the Sterling Club, are appalled at the prospect 
of Britain taking unilateral action, and do not recognise the right of the U.K. 
Treasury or any other body to decide what should be the ‘ minimum’ level 
of this country’s reserves. In the past, when sterling balances have been 
blocked, it has been in aid of a mutual war effort or by consultation and 
agreement. . 

Frequently voiced objections that ‘ Britain alone’ action would violate 
many of Britain’s I.M.F., G.A.T.T., and I.B.R.D. obligations are, from 
the theoretical point of view, somewhat irrelevant. But it is widely felt 
that the moral dishonesty involved in such action would not only end the 
existence of the Sterling Area but would do so in such a mood of bitterness 
that the Commonwealth connexion would be endangered as well. 


2. The Club 


This suggestion is viewed with mixed feeling. Measures that would 
increase export earnings or the amount of investment capital available would 


* Over the past few years, the general pattern has been for the Federation to have a 
dollar and O.E.E.C. surplus, and a large sterling deficit covered by capital inflows. The 
sterling deficit has recently been commensurate with the deficit with the Union of South 
Africa alone. With Britain and the rest of the Sterling Area, the Federation has been 
roughly in balance. . ; 

*I am not suggesting that the situation in which such action might be contemplated is 


pores to arise—only that these are some of the possible reactions to a ‘ Britain alone 
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be welcome. And there would undoubtedly be support for proposals involving 
long-term contracts for certain agricultural produce, such as tobacco, beef, 
ham, maize, and hides. Whether such contracts could be concluded with 
respect to mineral products is much more doubtful. 

Policies of the type advocated by Balogh and Sargent might make some- 
_ what more public capital, or grants-in-aid available to the Federation. But 
it is now widely recognised that it is internal Rhodesian conditions (political 
stability, the present load of public debt, export earning possibilities, ‘ external 
economies ’, and the size of the home market) that govern the volume of 
foreign investment, rather than any restrictions operating within the British 
capital market. For this.reason, the operation of ‘ club-like ’ rules would not 
benefit the Federation’s rate of growth very much, save to the extent to 
which booming export industries selling to protected markets at guaranteed 
prices might attract new inflows of investment capital. 


3. One World 

The move towards convertibility is generally welcomed by both central 
bankers and government economists in the Federation. In part this reaction 
may stem from a general feeling that convertibility and the ability of the 
pound to stand shoulder to shoulder with the dollar are signs of sterling 
and Commonwealth strength, rather than from any detailed analysis of local 
effects. For while the conditions that allow the pound to become convertible 
may (or may not) be welcome, convertibility itself will yield few direct 
rewards. 

Any general relaxation of dollar restrictions would be likely to lead to more 
emphatic demands for protective tariffs. Tobacco exports would be likely 
to suffer somewhat as well. It is even possible, in the event of a world 
depression, that mineral products would slump disastrously, although their 
price has seemed more buoyant than the price of certain peasant-grown 
agricultural products. 

Nevertheless, it should be stressed that what the Federation most desires 
from its connection with the Sterling Area and the system of Imperial 
Preference are (a) access to sources of public and private capital, and (6) a 
“ reasonable price ’ for its exports. As long as these twin benefits are retained, 
the Federation would continue to support the general movement of the Sterling 
Area towards convertibility and the ‘one world’ approach. But if capital 
became very scarce, or if in depressed world conditions markets for primary 
products were hard to find, there might well be demands for closer connec- 
tions and more discriminating measures within the Commonwealth. 


University College of Rhodesia and Nyasaland. 
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THE UNION OF SOUTH AFRICA 
By J. DE V. GRAAFF 


Early in 1954 discrimination against the dollar area was eliminated from 
South Africa’s system of import control. At the end of that year the special 
arrangement with the United Kingdom, whereby a minimum of {£50 millions 
of the country’s gold output was to be made available each year as a net 
contribution to the reserves of the Sterling Area, was allowed to lapse. And 
in May, 1958 exchange transactions of South African residents with Sterling 
Area countries were made subject to the same restrictions as transactions with 
non-sterling countries. 

In some ways South Africa has thus moved ihto a position very close to 
the edge of the Sterling Area. This is especially true if we accept Mr. Scott’s 
characterization of the Area as ‘a group of countries between which there 
is relatively free movement of goods, labour and capital’. These tend to 
move more freely between South Africa and the non-sterling countries of 
Western Europe and North America than, let us say, between South Africa 
and India or Burma—and this applies with particular force to labour. It 
is of course still the case that South Africa conducts almost half her external 
trade with the Sterling Area—in 1956 the figures were 43 per cent for imports 
and 49 per cent for exports* (cf. Mr. Scott’s figure of 45 per cent for the 
Sterling Area as a whole). But this is obviously as much a measure of the 
size of Area as of the economic interdependence of its constituent members. 

South Africa’s membership of the Sterling Area hinges on a special 
relationship with Britain herself, with the country at the centre, rather than 
on any particularly intimate ties with the peripheral members of the group. 
This special relationship with Britain centres around the close connection 
between the London and Johannesburg Stock Exchanges, and London’s 
traditional position as a source of capital funds. Of South Africa’s total 
foreign liabilities of £1,396 millions at the end of 1956, 62 per cent were due 
to Britain—five times more than were due to the United States and nearly 
twelve times as much as to the third most important creditor country, France.® 
It centres too on the long history of parity between the South African pound 
and the pound sterling; and on the preferential advantages enjoyed by the 
one country’s exports on the other’s market. 

It is not at all easy to assess how important the preferences negotiated at 
Ottawa in 1932 are in fact to-day. Certainly South African exporters of 
fruit, wine and canned goods to Britain hold them to be extremely so; but 
it is possible that it is at least as much the absence of quota restrictions on 
their access to the British market, as the slight tariff advantage, that has 
helped them build up their sales. Also, it must be remembered that in these 

1 See the Reports of the Annual General Meetings of the S.A. Reserve Bank: 1954, p. 4; 
1955, p. 4; 1958, p. 14. 


2 Official Year Book, No. 29, p. 1697. a ys 
: table 2 of ‘ The Foreign Liabilities and Assets of the Union of South Africa ’, supple- 


menting the Quarterly Bulletin of Statistics, December 1958. 
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products South Africa’s main competitor in Britain is Australia, who enjoys 
the same preference; and that Australia is likely to remain her main com- 
petitor even when dollar goods are admitted on equal terms. On the other 
hand, cheap textiles from Britain, India and South Africa might all be dis- 
placed in the growing markets of British African territories by Japanese 
goods, if imperial preference were abolished. But this is by no means certain; 
and on balance it seems probable that the preferences are of less importance 
than is sometimes thought. 

At the time of the Ottawa Conference, roughly 50 per cent of South 
Africa’s merchandise imports came from Britain and roughly 40 per cent 
of her non-gold exports went there. To-day these figures are both under 
30 per cent, but Britain nevertheless remains South Africa’s most important 
single market and source of supply.’ 

It is the close link with the British economy revealed by these figures and 
the ones already quoted in respect of the country’s foreign liabilities that has 
been examined most critically by South Africans in the past decade,” rather 
than the future of the Sterling Area as such. It is significant that this critical 
examination has taken place in a period during which the importance of the 
link has been diminishing, just as the present discussion is taking place at 
a time when, with a weakening dollar, the Sterling Area is losing much of 
its former cohesion. 

The reason why the importance of the link has been diminishing is 
simply that the South African economy has been maturing. Once largely 
dependent on Britain for manufactured goods, she is to-day herself an impor- 
tant exporter, especially to African markets and often in competition with 
her former supplier—in 1955 nearly 85 per cent of her exports to African 
territories consisted of manufacturers.? Once almost wholly dependent on 
Britain for her capital needs, she is to-day largely self-sufficient in all but the 
most specialized forms of risk-capitalt and has indeed herself begun to 
invest substantially abroad. At the end of 1956 S. Africa had foreign assets 
(excluding gold reserves) of £332 millions, of which £115 millions were in 
Rhodesia and £105 millions in Britain.5 This has been achieved in spite of 
a high rate of domestic capital formation, amounting in recent years to almost 
25 per cent of the Gross National Product.® 

Ten years ago it was fashionable for economists and politicians to attribute 
the prosperity of the country to the inflow of foreign funds seeking invest- 
ment, and to urge on the Government policies designed to attract still more 

1T. H. Kelly, ‘South Africa’ ; 
ea Wwe a8! also tee Official Year Book, No. "239-1687. , S.A. Journal of a Se 
e Gass for ae in at Gold fe pedo eat cree Ein A. J. Bruwer, South Africa: 

4 1. t Sede *. Hee Serna hoe ‘Needs’ Fi d Trade 
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5‘ The Foreign Liabilities and Assets of the Union of South Africa ’, J i 
* Quarterly Bulletin of Statistics, September, 1959, p. 35. ae eee 
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capital from overseas.' To-day the emphasis has changed, and the tendency 
is to draw attention to the dangers and disadvantages inherent in the situation. 
These are commonly held to be:2— 

(1) The strain thrown on the country’s balance of payments by the steadily 
mounting interest charges and dividend payments. At present these amount 
to £85 millions a year,> exceeding substantially the foreign currency earned 
by the entire South African wool-clip. 

(2) The even greater strain which will be thrown on the balance of pay- 
ments when the inevitable day of reckoning arrives, and the capital has to be 
repaid. 

(3) The de-stabilizing influence on the economy of changes in the direction 
(or even the pace) of foreign investment. It should be remembered that, as 
a fairly wide range of securities are listed on both the London and the 
Johannesburg Stock Exchanges (and as dealings in them are not subject to 
the restrictions of Exchange Control), the South African economy can in 
certain circumstances be quite unusually sensitive to changes in conditions 
on the London money market. 

(4) The fact that some important fields of South African industry (notably 
oil, motor-assembly, mining, banking and certain forms of insurance) are 
dominated by subsidiaries or associates of overseas companies, and have 
little or no South African participation in their equity capital. While it is. 
generally recognised that foreign enterprise and know-how are of the greatest. 
value in developing any young country, many South Africans would prefer 
it if they did not so often come hand-in-hand with foreign management and 
control. They feel much as Canadians are said to feel about American in- 
vestment in that Dominion:* 


‘The concern is not economic. Canadian resources are developed 
by American capital for the American market, but in the process Canada 
is incomparably better off, in material terms, than it could possibly be 
in any other way. The question is whether the country is thereby losing 
its soul, making a mockery of its political independence. This, undefined 
and incoherent, is the question that lurks in the back of Canadian 
minds.’ 

Thus the growing realization that the development of an economy by 
capital from abroad is not an unmixed blessing is not confined to South 
Africans. It is, moreover, probably a forerunner of the attitude which other 
parts of the Sterling Area will adopt as their economies mature and their 
need for foreign capital becomes less urgent. In assessing what Mr. Scott 

1 For a notable exception see J. L. Sadie, Buitelandse Kapitaalbelegging in Suid-Afrika 
(Rotterdam, 1949), especially chap. vii; idem, ‘ Funk Money and its Aftermath’, S.A. 


Journal of Economics, June 1951, pp. 158-176; idem ‘ Further Observations on Funk Money 
in the Union,” ibid., September 1951. “ere ; 

2 J. L. Sadie ‘ Foreign Capital in South Africa—Its Burden ’, Finance and Trade Review, 
September 1958, pp. 67—79; also reports of addresses by Dr. M. S. Louw in Die Burger, May 
20th and July 16th, 1958. 

3 Quarterly Bulletin of Statistics, September 1959, p. 41. : 

47. W. Kent, ‘The American Boom in Canada,’ Lloyds Bank Review, January 1957,p. 29. 
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calls her ‘ international responsibilities ’ Britain need not plan to send capital 
abroad indefinitely. Long before living standards in the less developed 
countries of the Commonwealth approach her own, they may grow too proud 
to accept it. 

While this more critical attitude to foreign capital is something recent, 
the suspicion that it has not always been to South Africa’s advantage to tie 
her pound to the pound sterling, is considerably older. Many have felt that, 
as a large producer of gold and the possessor of a strong and quite well-diversi- 
fied economy, she should be able to pursue a fairly independent currency 
policy. Voices have been raised in protest against ‘imported inflation ’ 
whenever (as in the war period and again in 1948-52) the index of the prices 
of imported goods has risen more rapidly than the index of domestic prices; 
and some have pointed out that no practical fiscal policy could avoid inflation 
at home while the Government insisted on maintaining parity with the 
currencies of other sterling countries which had already inflated.? 

More recently the Government has introduced legislation to decimalize 
the currency. The change-over is to take place in 1961, when the new unit 
will be the Rand (divided into 100 cents and equal in value to 10 present-day 
shillings). This move has been widely hailed (and criticized) as being part 
of a psychological plan to make it easier to sever the old link with sterling: 
if the South African currency unit is called something different, the argument 
runs, there will be less of a temptation to follow sterling, automatically and 
unthinkingly, in any future depreciation or revaluation. 

South Africa did indeed try to pursue an independent policy when Britain 
left the gold standard in 1931, but the results of the experiment were hardly 
encouraging, and it was soon abandoned. When Britain devalued in 1949, 
and South Africa followed suit, there was little public discussion on the merits 
of the action. The reason for this may however have been general recognition 
that any devaluation gives a real, if temporary, stimulus to the gold mining 
industry, which not only gets a higher price for its product but is enabled 
to expand its operations by working a lower grade of ore, until the inevitable 
rise in costs squeezes the margin of payability back to somewhere near its 
old level. And on the whole South African opinion is that ‘ what’s good for 
the mines is good for the country ’. 

As a higher price for gold in terms of all currencies clearly falls into the 
above category of things that are good, much official and semi-official thought 
has been devoted in the past decade to the production of sufficiently plausible 
arguments (usually based on the need for increasing international liquidity) 
to convice other countries, and more particularly the United States, of its 
desirability. It is no exaggeration to say that this one aspect of South 
Africa’s financial relations with the outside world has been accorded more 


1W. H. Hutt, ‘The Financial Position of the Union of South Africa’ (London, The 
Institute of Bankers, 1949), p. 5. 


j * See, for example, W. J. Busschau, The Measure of Gold (Johannesburg, 1949); idem: 
Changing Ideas on Gold since 1933’, S. A. Journal of Economics, March 1954; J. E. 
Holloway, ‘ The Debacle of Money ’, ibid., June, 1951. 
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official attention than any other; and so it is presumably from this point of 
view that one should try to define the country’s attitude to the future of the 
monetary area to which it belongs. 

It seems clear that of the three alternatives examined by Mr. Scott ‘ one 
world with flexible exchange rates ’ holds promise of the greatest advantages 
- for South Africa. Primarily this is so because flexible exchange rates tend in 
practice to share with flexible wage rates a propensity to move in one direction 
only. Wages rise; currencies depreciate. Perhaps this is not completely 
accurate as an historical law. But it is likely to prove a good prophecy. And 
if it is a good prophecy it will bring to South Africa the continuing benefit 
of a rising price for gold, her principal export. 

The reason, if it need be stated, why there is likely to be a secular tendency 
for currencies to depreciate under a regime of flexible exchange rates, even 
if Exchange Equalization schemes operate to limit movements in any one 
year to something small (Mr. Scott suggests 3 per cent), is simply that it is 
extraordinarily difficult to conceive of a situation in which it would pay a 
government to let its currency appreciate. The disadvantages are concen- 
trated on, and immediately evident to, the export industries, which are 
usually vocal and well-organised. The advantages, in the shape of lower 
domestic living costs, are indirectly felt and thinly spread, and may take 
some time to materialize, benefiting large sections of the population, but all 
very slightly, so that for political purposes the profit is nil. Depreciation, on 
the other hand, once it has become respectable to depreciate, always yields 
a quick return. And balance-of-payments situations in which it is a plausible 
way out must, in the nature of thing, occur fairly regularly in a world in 
which different economies are advancing at different rates. 

Other aspects of the ‘one world’ alternative would suit South Africa 
equally well. Growing national consciousness makes a course designed to 
diminish the country’s dependence on Britain, to weaken the imperial 
connection, and to make it move more independently in financial matters and 
less as a member of a group, politically attractive in the existing climate of 
opinion. Some may have reservations about the disappearance of the imperial 
preferences associated with the Sterling Area as we know it; but, as we have 
seen, these fears may be exaggerated. The view that preferences have in 
the past contributed to international harmony only in the sense in which a 
strong customs union can be said to contribute towards international free 
trade, has considerable force; and perhaps, once we recover from the 
impact of their removal, we shall find ourselves much better off without them. 
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THE WEST INDIES 
By ANALYST 


The marvellous recovery of sterling since the end of the war and the 
remarkable strength which it has displayed notwithstanding lapses from time 
to time, have resulted in the need for a complete reorientation of thinking 
about its position in the world and the informal organisation of countries 
which use it for the settlement of their international transactions. 

There are both technical and psychological aspects of this examination. 
For example, there is need to discard the attitude of mind which, throughout 
the post-war years, was dominated by the necessity to ‘ defend ’ sterling and 
therefore drove members into the adoption of policies of discrimination. The 
major consideration now is that sterling is in a position where, in the absence 
of some unforeseen and unpredictable emergency, convertibility in its 
fullest sense is likely to be achieved in a short time. 

The currency and trade relaxations which followed the Montreal Confer- 
ence and have resulted in sterling held by members outside of the Sterling 
Area being amalgamated into one external sterling account enjoying virtually 
full convertibility, must of necessity lead to the position in which members 
of the Sterling Area will obtain the same benefits and privileges as non- 
members because it would indeed be peculiar for the members of an organis- 
ation to give greater privileges to non-members than they themselves enjoy. 
There is every indication that moves are now in train to accomplish this 
equality of treatment and when this has been achieved, full convertibility 
will have arrived. 

The question naturally arises as to whether the Sterling Area can survive 
the solution of the dollar problem. Several writers in the past have always 
made the point that the Sterling Area in its present form was a product of the 
dollar problem.! Does it necessarily follow that once this problem has been 
solved the Sterling Area no longer has any raison d’etre, that it must now be 
terminated and sterling relegated to the status of being no more than the 
domestic currency of the United Kingdom and Colonies? One should pause 
to examine whether this easing of the dollar problem is merely a temporary 
phenomenon in which case the Sterling Area in its more rigid form has to be 
recalled to duty when the temporarily favourable circumstances have dis- 
appeared and the dollar problem recurs in its old form. If the dollar problem, 
on the basis of the best analysis that can be made, appears to have been per- 
manently solved in the sense that in the next ten to twenty years, barring 
emergencies, the dollar will not become a perennially hard currency for most 
of the world trading nations, then it would be right to examine what role the 
Sterling Area could play in a world in which the * pound can look the dollar 
in the face’. 


1 E.g. Day—' The Future of Sterling ’, p. 46: “As we know it to-day the Sterling Area is a 
product of the Dollar problem ’. 
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There are good grounds for believing that the dollar problem is nearing 
permanent solution and the most important ingredients in this assumption 
are: the fact that post-war reconstruction and recovery are now complete 
in all countries, relatively stable currencies have been established in the 
world’s principal trading areas, the older industrial countries such as the 
United Kingdom have shown very great vigour in adopting the newest 
techniques and technology, and inflation, although present, has not been 
allowed to get out of hand. All these factors have led to positions of strength 
in the non-dollar world. Equally on the other hand, whilst the U.S. economy 
will undoubtedly continue to overshadow the rest of the world, the fact is, 
relatively, its position of superiority has seen some decline, its vast trading 
surpluses are being reduced and over the past two years there have been 
losses of gold amounting in 1958 alone to over $2 billion, with this rate of 
withdrawal expected to increase. 

It is true that the most massive items in this outflow can be accounted for 
by the vast expenditure required for overseas military establishments and for 
grants and loans to foreign countries, and it is realised that, if these expendi- 
tures were to be curtailed with the U.S. withdrawing into an isolationist. 
position, the dollar problem could reappear. Here, one obviously has to 
leave economics and examine political assumptions. The most that one can 
say here is that the best guess of knowledgeable people in this field is that 
such a situation is unlikely. The U.S. is unlikely to become isolationist and: 
withdraw from its present role in world affairs. There will undoubtedly be 
pressures to reduce the level of expenditure and to ‘ defend ’ the dollar as is 
evidenced, for example, by the increase in interest rates which was recently 
put into effect. These efforts by themselves, however, should not curtail the 
move towards parity between the dollar and the pound which is now taking 
place. It is significant that in some recent loans to which American financiers 
have subscribed they have specified repayment to be at their discretion either 
in U.S. dollars, Swiss francs or German marks. This hedging by investors 
could, in other circumstances, be written off as springing from merely an 
abundance of caution. One cannot help but observe, however, that this is a 
great change from the days when no one doubted for one moment that the 
dollar had no competitors. As a result of this new position and the relative 
freedom which most Sterling Area countries enjoy in regard to convertibility, 
one of the main criticisms which were levied at the Sterling Area, namely, that 
as a result of the necessity to discriminate against dollar goods, the non-U.K. 
members of the Sterling Area were being ‘ exploited ’ in favour of the U.K. 
now disappears. Indeed, the problem which is likely to arise is that some 
independent Commonwealth members will be applying severe currency 
restrictions even after convertibility because of their own balance of payment 
difficulties, and whether or not they were members of the Sterling Area they 
would have had to act in the same manner. 

In discussing the attitude of a colonial country like the West Indies, to 
the Sterling Area, one needs to distinguish three factors: io 
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(a) the Currency Board system; 
(6) Sterling Balances and the use of sterling as an international currency; 


(c) The special trading arrangements which exist between the U.K. and 
the West Indies. 


In the Currency Board system under which the local currency is estab- 
lished, there is prescribed a fixed relationship between the local currency and 
sterling. The operations are automatic. The Currency Board, by law, is 
required to issue a unit of local currency for the appropriate sterling sur- 
rendered or to sell sterling at a fixed rate in return for the appropriate amount 
of local currency surrendered. There have been many criticisms of this 
system. These have been catalogued in other places. The main criticisms 
have been: inability of the local currency to expand to cope with local develop- 
ments unless there is an increase in overseas sterling earnings; the deflationary 
tendencies inherent in this system when local production increases faster 
than export earnings; the need to follow automatically monetary policies in 
the U.K. in circumstances where the economies are vastly different. The most 
outstanding example of this last occurs at a time when the U.K. is suffering 
from over-investment and over-employment and as corrective measures 
credit restrictions and increases in the bank rate are imposed in the U.K. In 
areas like the West Indies where the opposite position is almost chronic, 2.e., 
under-employment and under-investment, these policies are automatically 
transferred and the area is suddenly faced with a situation in which interest 
rates are increased, borrowing becomes more expensive and the investor 
needs a higher rate of return on his investment before he will invest in a 
particular project, thereby eliminating projects which in other circumstances 
would have been considered feasible. 


A further criticism has been of the commonly applied rule of requiring 
local currency in circulation to be backed by sterling equivalent to 110 per 
cent the value of the currency in circulation, i.e., for every {100 of currency 
put in circulation the Currency Board must not only have obtained {100 in 
sterling but must continue to make transfers from its income to the Note 
Security Fund until such Fund reaches £110 for every £100 in circulation. 
When this state has been reached all surpluses or net income from invest- 
ments of the Fund can be transferred to the revenue of the country. The 
Currency Board’s investments are made in the U.K. or other Common- 
wealth stock (excepting the local Government) and in view of the depreciation 
in value which has occurred in all such fixed interest investments in the past 
two years, the Currency Boards have been hard put to equate their invest- 
ments with the value of the currency notes in circulation, and in some cases, 
as in 1956, the Jamaica Currency Board found all its reserves wiped out. 


On the other hand, it can be said that this rigid system of currency control 
has resulted in local currencies being stable, that is, to the same extent as 
sterling is stable. They have relieved local administrations of the necessity to 
make the very complex decisions which are needed for the efficient operation 
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of a managed currency, and have enabled local currencies to enjoy, via sterling, 
the same international reputation as sterling itself. 

Many of the criticisms which have been made of the Currency Board 
system have now partly been met in some countries as, for example, in 
Jamaica. It has now been agreed with the U.K. Government that the neces- 
sity to have 110 per cent backing in sterling is unnecessary and wasteful and 
it has been agreed that there can be a fiduciary issue, the limits of which are 
fixed by the Secretary of State for the Colonies from time to time on applica- 
tion by the local Government. There has since been a gradual fall in the 
proportion of foreign investments held by the local Currency Board and at 
June 1959 local investments amounted to £2.5 million with notes in circula- 
tion being £8.6 million. (The Eastern Caribbean Currency Board which 
deals with currency matters for the rest of the West Indies and British Guina 
has no fiduciary issue). It is ‘clearly obvious that so long as this fiduciary issue 
does not exceed what may be regarded as the hard core of currency which 
would be needed to undertake local transactions, and therefore would never 
be the subject of a demand for conversion into sterling, the Jamaica Currency 
Board will be able to fulfil its obligations under the Law, 2.e., providing 
automatic convertibility either way for sterling and local currency, but at the 
same time preserving the advantages of simplicity of operation and, above all, 
investing in the country badly needed funds. 

The criticism that U.K. monetary policy has automatically to be followed 
in the Colony is possibly one of the most damaging criticisms against an 
automatic Currency Board system. One is left to ask, however, what would 
be the position where the country is free to fix the external value of its cur- 
rency. Here one must pause to point out that the Currency Board system is 
an institution on its own and it is not necessarily bound up with the existence 
of the Sterling Area. In other words, one could have a Currency Board 
system operating in any independent country if such a country decided, by 
law, that it should link its currency 100 per cent to the currency of some 
other country. The system is not unknown, for example, the Dollar Exchange 
standard established by the Phillipines, and therefore in criticising the weak- 
nesses of the Currency Board system one has to be careful not to regard these 
as criticisms of the Sterling Area which can exist with members none of 
which had a Currency Board system. In the light of the political developments 
which are taking place, with more and more colonial territories becoming 
independent members of the Commonwealth with their own Central Bank 
maintaining the external value of their currencies in the orthodox way, this is 
precisely what is likely to happen. 

To return to the criticism of the automatic transference of monetary 
policy mentioned above, a very simple examination will show that the extent 
of trade between countries and the rate of investment from one to the other, 
results in the weaker of the two countries being under a powerful influence 
from the stronger so that whatever happens in the stronger would sooner or 
later find itself being felt in the weaker. In the West Indies where trade with 
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the U.K. is equal to about 40 per cent of the total trade of the area, it would 

be idle to believe that with a local Central Bank it would be possible to isolate 
the area for any length of time from the monetary and economic policies 
which are being pursued in the U.K. Any change in the external value of 
sterling decreed by the U.K. would inevitably have to be applied to the local 
currency. The devaluation of sterling in 1949 was followed immediately 
by the devaluation of a host of other currencies in countries which were not 
in the Commonwealth. Similarly, as an important source of capital for the 
area, movements of the rate of interest in the U.K. would find its counterpart 
in movements in the rate of interest locally. It is possible in an independent 
country to apply physical controls and therefore prevent a flight of capital 
from the local territory to the U.K. when the U.K. raises its bank rate. Whilst 
this would conserve local resources it would not stimulate investments from 
the U.K. One must face the fact, unfortunate as it may be, that no small 
country dependent on overseas trade and on overseas investments can hope 
to chart a completely independent monetary policy in the world to-day. The 
highest that one can aim at is that in the absence of a Currency Board system, 
it may be possible to postpone somewhat the local effects of monetary policies 
of the parent country which, under a Currency Board system, would have 
been automatically transferred. 

Where local funds are developed for investment locally, however, it is 
possible even under the Currency Board system as modified in its application 
to Jamaica, to mitigate somewhat the automatic adoption of U.K, interest 
rates. It is known that in under-developed territories where investors are not 
accustomed to invest money in long term Government stock, that such funds 
can be attracted by a short term investment programme such as Treasury 
Bills, Treasury Bills were adopted in Jamaica from as far back as 1948. 
These bills remained at a fairly constant level, fluctuating between {500,000 
and {1 million until 1958 when a new programme was introduced making 
Treasury Bills more attractive by inviting monthly tenders. In the year 1958 
the monthly increases in Treasury Bills have been shown as below: 


1958 Total £,000 
January “ oe ee 1,243 
February 1,404 
March... 1,643 
April 2,060 
May ... 2,060 
June -.. 2,249 
july 2,361 
August 2,479 
September 2,475 
October 2,477 
November 2,500 
December... aoe an ae 2,441 
1959 June ... 3,400 


It is interesting to compare the monthly Treasury Bill rates in 
Jamaica and in the U.K., and here it will be seen that although the trend 
towards increasing interest rates in the U.K. was followed by the Treasury 
Bill rate in Jamaica, the Jamaica rate kept below the U.K. rate from 1955 
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until the first half of 1958, but that thereafter the Jamaica rate remained 
above the U.K. Treasury Bill rate.1 This has been possible because the type 


* Treasury Bill (3-Month Bilis) Annual Rates, 1954-1598 


Tara 


Jamaica United Kingdom 
= | || $$ $$ ——_—  — 
1954 1955 | 7956 | 1957 | 1958 1954 1958 

anua: — 1.750 — == 3.8 22 6.3 
fo ee 2.250 1.750 2.48 | 3.76 4.5 2.07 6.0 
March 2.250 1.750 PREVA as HS 4.3 2.10 5.8 
April = 2.00 st eee! SOUS? 09 5.3 
May — 2.500 3.00 | 3.75 4.6 1.84 5.0 
June 2.250 2.500 | 3.24 | 3.76 | 4.6 1.61 4.5 
July -- 2.500 — 3.76 4.4 1.57 4.2 
August — | 2.500 3.24 | 3.76 4.3 1.60 3.8 
September} 1.750 2.500 324 | 3.76 | 4.2 1.63 3.7 
October C7500 Were cA 396 Sean vE59 3.7 
November — 2.500 3.24 | 3.76 3.8 1.60 35 
December 1.750 2.5007), 3.24, led tO oso 1.79 3.2 
Average* 2.00° 2.255 3.00 | 3.76 1.80 


of funds which are being invested in Treasury Bills are either statutory bodies’ 
funds (varying from one half to two-thirds of the total) or local private funds, 
the owners of which are unfamiliar with international investment and who, in 
addition, ‘would not find it profitable to pay the high transfer charges which 
would be needed to take advantage of a higher Treasury Bill rate, in say the 
U.K., and therefore Jamaica could continue to attract these funds at a rate 
lower than the U.K. Treasury Bill rate. The Banks which are skilled in these 
matters, it should be noted, own but a very small fraction of the Treasury 
Bills outstanding and during the high interest rate period in the U.K. it can 
be assumed that such Treasury Bills as were kept here, the banks earning a 
much lower rate than could have been got in the U.K., were held purely for 
reasons of creating goodwill. However, an interesting situation will develop 
when the U.K. Treasury Bill rates come down below say .5 per cent less than 
the Jamaica rate because the banks would then find it profitable to transfer 
funds to Jamaica for investment in local Treasury Bills, thereby bringing 
down the local Treasury Bill rate. 0.5 per cent is needed to meet the cost of 
transfer both ways. One should point out, however, that the Treasury Bill 
case is a special one and is mentioned merely as an interesting sidelight. 

Other short-term investments were differently affected. Commercial 
bank loans certainly followed the U.K. rates closely. 

A similar situation will also be found in the long-term investment 
field where the Bank rate increases in the U.K. in 1957 resulted in pro- 
gressive increases in the local long-term mortgage rate, from 6 per cent to 
7% per cent, a rate above the highest U.K. mortgage rate. Although there 
have been downward revisions in the U.K. long-term interest rate, local 
mortgage rates have tended to stick at 73 per cent. It might very well be that 
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this is the rate which supply and demand of mortgage loan funds would 
require as appropriate. However, the conclusion cannot be escaped that the 
tendency in Currency Board countries is for increases in interest rates in the 
U.K. to be followed promptly in the local market whilst reductions in the 
U.K. rate take a long time to filter through. This is a situation which, having 
regard to the nature of the economies of the area, operates contrary to the 
best interests of the area. 

As regards other types of balances held in London by Sterling Area 
countries, each is subject to different considerations and they cannot all be 
grouped together. Sinking Fund balances, for example, for overseas loans are 
kept in London as a guarantee of repayment to the stockholders. Whether or 
not a country is in a particular currency area, if it borrows abroad, the decision 
as to whether it accumulates a sinking fund in the currency of the country 
from which the loan is received will depend on an assessment of its ability 
either to raise another loan in the same currency when the redemption date 
arrives for the repayment of the old loan, or its ability to accumulate sufficient 
of that currency to feel confident that repayment can be made out of its 
foreign exchange reserves on the redemption date. Colonial countries have 
been in the habit of setting aside a 1 per cent sinking fund. This, of course, 
is not sufficient to fund a 20-year loan and they must therefore anticipate 
that it will be possible for them to raise the deficiency on the sinking fund in. 
sterling on the redemption date. By and large, this has always been possible. 
In the case of loans from international organisations where the fixed annuity 
method of repayment is enforced, the accumulation of a sinking fund does 
not arise. However, a 6 per cent loan from the International Bank, say, could. 
very well require a g per cent annual payment to cover both interest and 
repayment of capital. Debt charges of this size inevitably rule out many of the 
kinds of schemes which a Government would be undertaking and there is no- 
doubt that the balance of advantage lies with the present system in which 
there is not full funding whether by sinking funds or by annuities. (Full 
funding by sinking fund has the further disadvantage that normally the rate 
of interest earned on the sinking fund investment is less than the rate of 
interest payable on the loan). It is noteworthy that in the recent $124 
million loan raised in the U.S. by Jamica not only is it provided that the 
Bonds have to be fully funded by half-yearly payments which will retire the 
Bonds at their redemption date, but it is required that the Government must. 
maintain in a Bank in New York City either U.S. dollars or time deposits, 
or U.S. Government securities in a sum which shall not be less than $1t 
million. This obligation commences in the year in which the loan is raised. 
and continues throughout the life of the loan. 

The conclusion therefore is that partial sterling sinking fund plus an. 
understanding that the unfunded portion of the loan will reasonably be 
available from a new sterling loan, may very well be a much cheaper method of 
raising foreign loans than alternatives which are likely to be available. Where: 
the foreign bond-holder is willing to take his chance that the country will be 
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able to meet its repayments without accumulating any earmarked foreign 
reserves at all, we of course have the best of all worlds. Our practical experi- 
ence in the West Indies convinces us, however,. that no under-developed 
country is likely to enjoy this happy privilege and we, therefore, look at our 
1 per cent sterling sinking fund in a new favourable light. 

The other funds which are kept normally in London such as Government 
Savings Bank funds, Marketing Board funds, unremitted proceeds of Govern- 
ment loans raised in the U.K., miscellaneous balances in the Joint Colonial 
fund, etc., come completely under the control of the local Government and 
in most cases it is normally up to those Governments to arrange the best 
disposition of these assets. In the case of the Savings Banks funds it was 
usually provided in Colonial Ordnances that at least two-thirds of the deposits 
should be invested in the Commonwealth outside of the territory. Up to one- 
third can therefore be invested locally. It is significant that, with few excep- 
tions, not many Colonial territories availed themselves of this facility and the 
bulk of Savings Bank funds have been invested outside of the territory, at a 
time when the same territory is probably making desperate efforts to get into 
the queue for loans in the London market. It is obvious that in the majority 
of territories this is a situation which can be partly cured by local legislation 
and initiative. One must recognise, however, that a real difficulty which has 
faced colonial Savings Banks is the unavailability of locally issued Govern- 
ment stock. Savings Banks managers were therefore forced to look abroad 
for investment. There is also the problem of lack of a market for local 
stock and the consequent fear of managers of these funds and other similar 
funds such as those of the marketing boards that they will not be able to sell to 
best advantage when there is need for cash. A good deal of this is true. One 
cannot but suspect, however, that the situation would have been much 
improved, 7.e., a good proportion of these local funds sent abroad could 
have been invested locally, if those in charge of the territories’ administrations 
had exercised a little more imagination backed up by the slight amount of 
expertise needed to make the simple changes necessary. In Jamaica where 
the policy of investing a large proportion of local funds in local stocks has been 
followed since 1955 the Government Savings Bank’s investments have been 
divided between local and foreign securities as follows: 


Year ended 31st March={'000 


: 1955 1956 1957 1958 
Non-Jamaica stock ... aes aes 2,248 2,047 2,195 2,066 
Jamaica stock aig aly = 764 860 1,085 1,661 

3,012 2,907 3,280 S127 


ed 


The limits of this switch are determined by an assessment of the hard 
core of deposits which are not likely to be withdrawn. An examination of 
deposits in the Jamaica bank over a long period indicates that this hard core 
is a very high percentage. Only in one year since 1938 have deposits fallen 
below the balance of the previous year. Even in the hurricane year of 1951, 
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hen the economy was completely disorganised for a period, deposits did not 

When the whole field of Jamaican overseas assets is examined the effec- 
tiveness of this policy of investing locally, funds which would normally have 
been invested abroad, is clearly seen. Jamaica’s overseas investments have 
moved only slightly over the period. 


Overseas Assets of Jamaica (£'000) 


31st March 1955 1956 9. 

Official Holdings ests ee 

Currency funds... ao sas Bes ee 516, 6,144 6,875 6,760 

Sinking Fund Investment .... oss Ss 4,052 4,363 4,831 4,919 

Other Govt. Funds... eee see -. 5,436 4,082 3,708 3,070 

Govt. Savings Bank ... dein Foe .. 2,248 2,047 2,195 2,066 

New York balances held by the Jamaica 

Treasury m oes mas ae aes 24 22 24 2,265 

17,276 16,658 17,633 19,080 

Commercial Banks 

London balances ‘ 5S ses 565 — — — 4,503 

Dollar balances ane oe a -- 7,646 7,157 8,571 1,566 
24,922 23,815 26,204 25,149 


During this period West Indian (including British Guiana, Bermuda and 
Bahamas) sterling balances increased from £134 million in June 1955 to 
£151 million in June 1958 in contrast to the Jamaican position where overseas 
assets remained relatively stable. This position is the result not of a falling- 
off in Jamaica’s overseas earnings relative to the rest of the area, but of a 
definite policy of investing funds in local issues to the maximum extent 
possible. In the rest of the area a more orthodox line has been followed.? 
During this period Jamaica’s internal public debt (financed largely by the 
switching of these funds) has increased from £6.4 million to £11.8 million. 
If this policy of investing currency and savings banks funds in local invest- 
ments had not been pursued, and the rate of borrowing was the same, 
Jamaica’s external assets would have increased over the period by approxim- 
ately £4 million and external debt by about the same figure. The effect of 
these policies is cumulative. The more local issues there are the more the 
likelihood of developing a local market in stocks thereby increasing the 
attraction of local issues to the local investor. 

It has been shown that the absence of such a local market in many cases 
is the reason why Currency Board, sinking fund, savings banks and other 
funds find their way to London. Further, the absence of such markets 
continually forces Colonial Governments to borrow abroad for projects 
involving purely local expenditure. This is a situation which can be remedied 
in sonie cases by local administrations. It may take some considerable time 
to develop some meaningful local markets but it is clear that this is a policy 
which ought to be initiated as early as possible. No one can blame the centre 


1 Barbados is the only island other than Jamaica where any attempt has been made to 
invest in local stocks. 
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of the Sterling Area for holding sterling balances on behalf of colonial 
countries if these countries make no effort to find alternative uses for their 
funds. 

Government Savings Bank Investments ($000) 


Trinidad B.W.I. 
31st December 1954 1955 1956 1957 
Local Stock eee wes 886 765 696 644 
Overseas ... a aoe 12,893 12,646 12,102 11,766 

13,779 13,411 12,698 12,410 
Other Islands 
Savings Bank Investments ($000 B.W.1I.) 
1954 1955 1956 1957 
Local Overseas Local Overseas Local Overseas Local Overseas 
Dominica — 374 1 329 1 315 1 346 
St. Lucia — 351 — 315 — 284 — 284 
St. Vincent 10 546 10 489 i 460 — 515 
Antigua — 770 — 683 — 676 _— 684 
Montmerrat — 336 _— 299 — 284 — 274 
St. Kitts _ 936 — 921 — 921 — 903 
Barbados $’000 B.W TI. 

31st December 1954 1955 1956 1957 1958 
Local aes sa aa Bee 292 292 985 3,500 4,746 
Overseas ... war tos .-- 14,102 13,775 13,118 13,107 13,097 


14,394 14,067 14,103 16,607 17,843 


For other reasons a similar running down of sterling assets has occurred 
in the commercial banks in Jamaica. Net foreign balances (balances due 
from banks abroad plus foreign investments, minus balances due to banks 
and other institutions abroad) have declined from £7.4 million at March 1955 
to {2.6 million at March 1958, and to {0.8 million at December 1958. Local 
loans and advances as a percentage of deposits have increased from 57.7 
per cent in March 1955 to 75.8 per cent in March 1958. Deposits increased 
absolutely over this period from {24.4 million to £34.9 million whilst loans 
and advances increased from £14 million to £26.5 million. In very few 
colonies have commercial banks run down their overseas assets to these small 
proportions.’ All the reasons for this shift in commercial banking policy 
are not clear but one conclusion which can be drawn is that if these banks 
were indigenous banks they would not have been able to tie up such a large 
proportion of their assets in nonliquid assets and would have found it neces- 
sary to maintain larger foreign resources. It may be concluded, therefore, 
that the Jamaican economy has benefited from a greater injection of cap ital 

1 Here again Barbados follows Jamaica, but not the other islands. Foreign assets of the 
commercial banks in Barbados in 1953 amounted to $19.3 million B.W.I. In 1957 these were 
reduced to $12.3 million. In Trinidad foreign assets of commercial banks increased from 


$54.6 million in 1953 to $167.5 million in 1957. In the Leewards and Windwards these assets 
increased over the same period from $14.8 million to $25.0 million. 
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via branch banks of large banking institutions than would have been possible 
if the banks had to stand on their own locally. This is not an argument against 
the development of indigenous banks. There are many disadvantages 
attendant on a situation in which all commercial banks operating in a territory 
are branches of overseas banks. What this example has shown is that branch 
banks can be a direct source of bringing foreign capital into an area. We are 
dealing here, therefore, with a situation which changes in the Sterling Area 
itself cannot remedy. The remedy is clear as it lies within the establishment 
of proper organisations in the colonial territories themselves and the applica- 
tion of somewhat less conservative fiscal and monetary policies by the authori- 
ties concerned. However, so long as colonial territories are in the position 
where local loan markets are not fully developed and they find of necessity 
that they have to keep a good part of their foreign earnings in sterling assets, 
or where local investments of local funds are carried to the fullest extent 
and the excess funds are kept in sterling assets, these countries are entitled to 
expect that sterling will be stable and they will not find their savings frittered 
away overnight by inflation in the U.K. and devaluation of the pound. The 
coming of convertibility will effectively deal with this problem however, for 
so long as the existing sterling balances which have been earned by these 
territories in the course of normal trading or through investment of their own 
funds are in no way blocked and freely convertible, then holders of these funds 
will have the option. of deciding whether they should be kept in sterling or 
some other currency and they must then take a calculated risk as to where the 
greater stability will be found. 

Another objection which convertibility effectively deals with is the oft- 
put-forward proposition that Sterling Area members which. keep their 
external reserves in sterling should be offered some guarantee of a share of 
the gold and doller reserves of the Central. Sterling Pool should they decide 
to leave the Sterling Area. This claim has been put forward forcefully in 
many quarters and it résts on the basis that if the particular country were 
not'a member of the Sterling Area it would, in the normal course of trading, 
have earned some foreign reserves including sterling, and it is only right that 
on.their withdrawal some calculation should be made of an amount’ with 
which they could launch into-business of their own in the foreign exchange 
field.. The main argument against this, of course, has been that the Sterling 
Area isa pool with some countries earning a dollar surplus, others a dollar 
deficit and if all the surplus. countries were to exercise a claim then obviously 
the central pool would be exhausted long before all the members had left." 

1 There is at least one currency area in which the parent Government recognised. the 
right of the dependent territory to: accumulate foreign exchange on its own or at least to 
have this earmarked. It is understood that in the arrangements between Holland and 
Surinam, Surinam: was allowed to accumulate gold and. other foreign exchange reserves 
Sy SN plete ent 
ba aateegerded ats tea del ne pies for its eh ternational trading. It is believed, 


however, that the arrangements sprang out of war-time difficulties of the Dutch Govern- 
ment which did not continue as a going concern in the same manner as the U.K. Govenrment 
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The external payments and receipts of the West Indies over the past five 
years have indicated an increasing alignment with Canada and the U.S. 
which is especially so in the case of Jamaica where the development of the 
bauxite industry and the growing tourist trade have resulted in an increasing 
favourable trade and payments balance with these countries The Jamaica 
import and export figures for Canada and the U.S. are as follows: 


Tvade with U.K., U.S., Canada and All Other Countries={£’000 


Trade with U.K.: 1953 1954 1955 1956 1957 
Exports ee bes .- 14,580 16,546 16,814 19,413 18,979 
Imports ee nes .-- 15,091 15,801 18,389 22,108 25,422 

Trade Balance ... vem — i SEL + 745 —1,575 —2,695 —6,443 

Trade with U.S.: 

Exports (a) ... en wate 3,367 4,584 5,460 6,699 11,327 

Imports ape ah wes 5,912 6,135 9,516 14,348 15,071 

Trade Balance... we =—2,545 —1,549 —4,056 — 7,649 —3,744 
SS Se a EE I a eS EEE 

Trade with Canada: 

Exports Ss sa tee 4,333 5,262 6,605 9,649 14,949 
Imports See ant nee 5,116 4,761 5,458 7,088 8,028 
Trade Balance ... “a. A= tos + 501 +1,147 +2,561 +6,921 

Total Trade with U.S. and Canada: 

Exports (a) ... *. bi 7,700 9,846 12,065 16,348 26,276 
Imports ake aus re EAE 10,894 14,974 21,436 23,099 
Trade Balance ... tee — 3,528 —1,048 —2,900 — 5,088 +3,177 

Trade with All Other Countries: 

Exports eee ‘,. abe 2,980 4,273 4,449 3,623 5,123 
Imports aie ate hee 9,405 10,640 12,310 14,771 18,177 
Trade Balance ... w. 6,425 —6,367 —7,861 —11,148 —13,054 


(a) The value of bauxite in Jamaica’s trade returns is the sum of the producers’ estimated 


production costs in Jamaica and the profits assessable for purposes of the agreements with 
the Governments. 


It is seen that the favourable balances of trade for these two main dollar 
countries amounted in 1957 to £3 million. Against this would have to be offset 
a deficit of approximately {1.8 million with other American account countries. 

It is also significant to note that there has been a continuing increase in the 
deficit on the trade with the U.K. indicating that the West Indies are better 
customers of the U.K. than the U.K. is of the West Indies. There is no doubt 
that much of this dominant position of the U.K. in West Indian markets was 
the result of currency restrictions. What is surprising, however, is that as 
currency and trade liberalisation developed, this dominance continued to 
increase instead of declining. It is interesting to examine whether this deficit 
represents the physical proceeds of capital exported from the U.K. to the 
West Indies. Unfortunately detailed balance of payments figures are not 
available for the West Indies as a whole, therefore the Jamaican figures have 
to be used. Balance of payments figures for 1953 to 1957 for Jamaica are below: 
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Jamacia’s Balance of Payments ({ million) 


Visible Trade: 1953 1954 1955 1956 1957 
Imports (c.if. values)... we 35.6 37.4 45.7 58.4 66.8 
Exports (f.o.b. values) ... AE 25.9 31.4 34.4 40.7 50.4 
a ee eee 
Total Visible Trade (Net) we = 9.7 —6.0 —11.3 —17.7 —16.4 


Invisibles (Net): 


Foreign Travel + 3.9 + 4.7 + 5.6 + 4.6 + 5.1 
Transportation + 1.1 + 0.4 + 1.0 + 1.4 + 2.1 
Insurance edi ins .- — 0.8 — 0.7 — 1.1 — 1.3 — 1.5 
Interest, Profits and Dividends... — 2.2 — 2.8 — 3.2 — 41 — 4.2 
Government Transactions . + 0.6 + 0.8 + 0.6 + 0.6 + 0.8 
Miscellaneous ee & — 01 — 0.3 — 11 — 1.0 — 2.6 
Unilateral Transfers: 
Migrant Remittances... + 1.8 + 2.0 + 2.7 + 3.6 + 4.6 
U.K. Government Grants + 1.2 + 1.3 + 0.6 + 0.9 + 0.5 
Total Invisibles (Net) +5.5 +5.4 + 5.1 + 4.7 + 48 
Current Balance of International 
Payment ... oe = woe —4.2 —0.6 —4.2 —13.0 —11.6 


These figures indicate that the adverse trade deficit was not covered by net 
earnings on invisible account. (Tourist expenditure in Jamaica and migrant 
remittances from the U.K. and the U.S. are the most important invisible 
receipts). ‘There is a large gap in the Current Accounts and this is merely 
another side of the coin indicating the large inflows of capital into Jamaica 
over the past five years, as for various reasons Jamaica cannot have a forced 
balance of payments deficit. The following figures of capital formation give 
an approximate indication of the magnitude of capital formation and the 
extent of capital inflows. 


(£’000,000) 
1952 1953 1954 1955 1956 1957 
Depreciation Funds st ome 4:9. 6.8 8.5 9.3 10.6 
Undistributed Corporate Profits Dede 2.6 3.4 3.8 8.2 
Private Savings aes oom EO 1.0 ne 2.3 7.5 
Government Savings 1.3 1.8 2.8 2.8 1.8 
9.3 12.2 25.7 18.3 28.1 25.6 
Net Foreign Capital inflow... 5.2 3.0 3.1 6.3 13.5 11.4 


Gross Capital Formation within 


Jamaica 14.5 15.2 18.8 24.6 41.6 37.0 


From 1953 on, capital inflows would be largely dominated by investments 
in the Tourist and Bauxite and Alumina industries and would have been 
largely of American origin. According to the best estimates which it has been 
possible to make, the external capital of {11.4 million in 1957 was distributed 
£10 million from Canada and the U.S. and £1.4 million from the U.K. It is 
known that a substantial part of this U.S. capital investment would be reflected 
in purchases in the U.K. and, as indicated above, this helps to explain how 
the trade deficit with the U.K. and other non-dollar countries was met. It is 
also worth pointing out that in the meeting of the current account gap, U.K. 
Government grants form a relatively small part, decreasing from {1.2 million 
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in 1953 to £0.5 million in 1957. It is obvious on the basis of these figures 
that the West Indies are not a drag on the Sterling Area nor does membership 
of the Sterling Area result in the Sterling Area being the main source of 
capital imports. 

Further, as a market for West Indian products, the U.S. and Canadian 
markets have been growing at a faster rate than the U.K. For example, 
between 1954 and 1957 exports to the U.S. from the West Indies doubled 
from £10 million to £20 million. In the case of Jamaica, exports to both the 
U.S. and Canada almost trebled over the same period to the extent where in 
1958 and 1957 the combined Canada-U.S. market has been a larger market 
for Jamaica than the U.K., exports to Canada and the U.S. being £26 million 
in 1957 compared with {19 million to the U.K. and in 1958, £24 million 
compared with £16} million for the U.K. Imports from the U.K., however, 
continue to be in excess of the combined Canada-U.S. imports. When one 
couples with this the increasing dollar income on invisible account, it will be 
seen that so far as the Jamaica position is concerned, the dollar connection is 
most important. Does it follow from this that the West Indies, or at any rate 
Jamaica, would be better off if it came within the Dollar Area? The answer to 
this is to be found in an analysis of the competitiveness of Jamaica’s exports. 
It can roughly be said that by and large goods which are sold to the U.S. and 
Canada are sold there because they are competitive and in whatever currency 
system Jamaica is located, it would be possible to make these sales. Bauxite 
and alumina represent the most important of these exports and, so far as can 
be calculated, Jamaica is the cheapest source for these commodities. 

Exports to the U.K. are dominated by bananas, sugar and citrus in each of 
which Jamaica is not competitive on a world basis. They reach the U.K. 
market by virtue of the preferential tariff, the Commonwealth Sugar Agree- 
ment and the current dollar restrictions imposed in the U.K. on the importa- 
tion of these commodities from the Dollar Area into the U.K. If it were 
possible for Jamaica to continue to enjoy the U.K. market for these non- 
competitive commodities when it is in the Dollar Area, or if the U.S. and 
Canada would be prepared to provide similar protection and arrangements 
for the importation of these commodities, then there could be some advantage 
in a change, and many people have urged that they see no reason why Jamaica 
as a dollar country should not enjoy the same status regarding preferences, 
etc., as Canada does. The difficulty here, however, is that once Jamaican 
bananas and sugar became dollar bananas and dollar sugar, it would be 
difficult, apart from the tariff preferences (which it is accepted are not the real 
protection for Commonwealth sterling bananas) to discriminate by way of 
quantitative restrictions in favour of dollar bananas from Jamaica against 
dollar bananas from Ecuador and Colombia. In other words, it would appear 
to be incompatible for Jamaica as a dollar country to seek protection in the 
U.K. against imports from other dollar countries, and it is accepted on all 
sides that the present state of efficiency of the industry would not allow it to 
compete effectively with dollar imports in the U.K. market from other 
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countries. This is coming around to the thesis that a country ought to link 
itself with a market which is prepared to help it with its non-competitive 
exports. This is not as strange as it sounds because given the definition, if 
the exports are competitive then no special protection is needed except 
against unfair trading practices like dumping. If, as it turns out, however, 
there is full convertibility and the U.K. no longer continues to discriminate 
- in favour of certain imports from the West Indies, then, of course, one of the 
main advantages of the connection would have disappeared and at that time 
the West Indies could very well find that the balance of advantage lies in 
being in the Dollar Area but at the same time not cutting itself off from the 
Commonwealth connection with its preferences, etc. 

In summary, therefore, it would seem that the imminence of convertibility 
has removed much of the adverse criticism that one can make against the 
present operations of the Sterling Area and also leads logically to the con- 
clusion that many of the advantages of the Sterling Area will disappear. 
Members of the Sterling Area would be left one advantage, namely, the 
ability to pool and therefore economise on foreign exchange reserves and in 
this case the decision for each country as to where the balance of advantage 
lies is not difficult to determine. Those Sterling Area countries which are 
members of the Commonwealth would, of course, continue to enjoy their 
preferences and by reason of their historical links with Britain and the know- 
ledge of operations in both countries which each side would have, would 
continue to enjoy a level of trade and capital investment which economic 
factors would not normally have brought about if we were starting ab initio 
without the previous history and associations of the Sterling Area behind us. 
For these reasons the Sterling Area is likely to be regarded as a profitable 
association by most of its present members for many years to come. 
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CONCLUSION 
By M. FG. Scorr 


Reading the contributions to this Symposium from overseas is a salutary 
_ and inhibiting experience. It is salutary to see familiar problems viewed from 
unaccustomed angles and to read forthright criticisms of things which one 
sometimes takes for granted. It is inhibiting when one tries to draw general 
conclusions, for it is apparent that the interests and circumstances of each 
member of the Sterling Area differ to a greater or less extent from those of 
any other. 

Different aspects of the Area are emphasised by the contributors. For 
most countries it is the relationship with the United Kingdom, rather than 
with the other members of the Area, which is significant. For some (Iraq, 
Ireland, Nigeria and the West Indies) the linking of their currencies to the 
pound sterling by means of a fixed exchange rate and, for some, a hundred or 
more per cent currency backing, is or has been a controversial and important 
feature. The principal gain seems to be the confidence in the local currency 
which the system inspires, and the principal losses are the reduction of 
freedom in domestic monetary control and the diversion of funds to invest- 
ment in overseas, instead of domestic, assets. Most countries attach import- 
ance to the United Kingdom as a market for their exports, and hence to the 
various tariff or quota preferences they obtain there. For some (Ireland, 
South Africa, the West Indies) the gains here appear to outweigh the costs of 
preferences given to the United Kingdom, or at least they are given more 
emphasis. For others (Australia, Iraq, New Zealand and Rhodesia) the 
balance of advantage is thought to lie, or until recently to have lain, with the 
United Kingdom. In Australia and Rhodesia and, to a lesser extent, New 
Zealand the United Kingdom is regarded as .. important source of capital 
for development—capital in the form of new public or private loans or 
investment. These countries have no excess sterling balances which they are 
planning to use in this way. India has already used most of hers, but Ghana, 
Nigeria and the West Indies may want to in the near future. Iraq may 
reduce her sterling balances, not to finance development, but to diversify her 
foreign exchange reserves. Ghana, India and Iraq do not expect much in the 
way of new loans from the United Kingdom, and India and some other 
countries are relying more on the United States, the International Bank and 
elsewhere as sources of funds. The desirability of borrowing heavily from 
other countries is being questioned increasingly in Australia and South Africa. 
Ireland long ago decided to restrict investment by the United Kingdom 
within her territory. Finally, a few contributors mention the convenience 
and cheapness of the Sterling Area as a means of settling international trans- 
actions. Feelings about the Area’s arrangements vary within countries as 
well as between them, but one might perhaps take Iraq as one end of the range 
in which the power and control of the centre has been sensed most keenly, and 
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India as the other in which at least one observer thinks that ‘ the existence 
of the Sterling Area has not reduced the measure of independence which 
India might have enjoyed under any alternative scheme ’.* 

These differences in attitudes and circumstances are reflected in the 
reactions to the three sets of ‘ reforms’ of the Sterling Area outlined in the 
first article. For some countries the measures proposed are largely irrelevant 
to their main concerns, no opinion has been formed of them, and the reaction 
to them might be one of indifference. 

The proposal to block or fund the sterling balances is perhaps the one 
which would meet with the most widespread hostility. The other main plank 
in the ‘ Britain alone’ platform, the cut in overseas investment, seems to 
provoke less opposition, but this is partly because it would not appreciably 
affect a number of countries. Even where it might be effective, there is at 
least a minority opinion, which seems to be growing, that the gains to the 
borrowing countries are too dearly bought. But it is, as Messrs Downing 
and Perkins point out,? the investments which are most profitable to the 
United Kingdom which this body of opinion would like to see cut first. It is 
clear that there is a real danger of retaliation against the United, Kingdom's 
exports if the ‘ Britain alone’ proposals were adopted, and in Rhodesia, at 
least, the political effects could also be serious. 

The ‘ club’ meets a more mixed reception. In Ghana and Rhodesia it 
would be welcome if it led to more capital for development and to better 
and more stable markets for their exports, though Mr. Faber is doubtful 
how far it would increase the supply of capital, since the main determinant 
of this may be the investment prospects in the recipient country. In New 
Zealand, however, bulk purchase contracts are viewed with disfavour by 
some as a result of post-war experience of them, and both there and in 
Australia (and possibly in Ghana) the ‘ club’ would only be welcome if it 
included Europe, since the potential expansion of United Kingdom purchases 
of primary products is thought to be too limited, and since there is a reluct- 
ance to become too dependent on one market and the United Kingdom has a 
reputation for driving a hard bargain. India, Iraq and South Africa value 
independence too: much to make a ‘ club’ acceptable, and Ireland is mainly 
concerned to safeguard her preferences in the United Kingdom market. 

The views on a flexible exchange rate are also mixed, though mainly 
hostile. It might be welcome in South Africa because the pound would be 
expected to depreciate and so the price of gold would be raised. Some might 
welcome it in Australia, and prefer it to discriminatory import controls as a 
method of dealing with the Sterling Area’s (though not Australia’s) payments 
difficulties. But in Ghana, India, New Zealand and Nigeria it would be 
opposed, partly because it is thought that it would undermine confidence 
in the currency and deter non-sterling investors. Only in Iraq and Ireland is 
there mention of a body of opinion which favours an exchange rate which 


1See p. 283 
3See p. 256 
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might be changed independently of the pound, and in Ireland it is ‘ irrespon- 
sible ’. 

In India, Nigeria, Rhodesia and the West Indies the status que seems 
reasonably satisfactory, as it does also at times in Ireland. Iraq has moved 
out of the Area, and South Africa to the edge of it. ‘Australia and New 
. Zealand would like to see the lot of the primary producer improved, through 
the G.A.T.T. or by other means, and in New Zealand the proposal to barter 
Imperial Preference for freer entry into the European market is being seriously 
considered. Messrs. Downing and Perkins make the only other major pro- 
posals for change: they would like a gold guarantee for the sterling balances 
and provision for short-term borrowing by members of the Area either from 
the United Kingdom or from each other. They also feel the need for a 
* clearer understanding as to what are the present commitments incurred by 
membership of the Sterling Area’. 

This summary has inevitably failed to do justice to the views expressed. 
Other readers may feel that important points and qualifications have been 
omitted. How (in particular) do the advocates of change in the Sterling Area 
react to these reactions to some of their propoasls? 


3See p. 266 
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